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Elusive Tax Problem 
Sirs: 


Perhaps the proverbial mole hill looms 
rather large in the ensuing discussion, but 
a statement appearing on page 903 [Family 
Partnerships—A Batting Average, by Gustave 
Simons] of the October issue of TAXES 
under “Author’s Comment” is a highly pro- 
vocative one insofar as the taxing of family 
partnerships is concerned. The statement 
is as follows: “If partner contributes capi- 
tal (however acquired) or services, a part- 
nership exists. Otherwise we shall have 
taxation of family, as a unit, for which 
there is no statutory authority.” 


Theoretically, this statement embodies a 
desirable approach to an elusive tax prob- 
lem, but viewed pragmatically as well as 
historically, it takes on the appearance of 
over-simplification. According to Mr. Gus- 
tave Simons, the author of this enlighten- 
ing article on family partnerships, either 
there is a partnership, if the partner con- 
tributes capital (regardless of source) or 
services, or else the family is being taxed 
as a unit when, under existing provisions, 
there is no justification for such tax. Con- 
ceived under the Law Merchant and nur- 
tured under the Common Law, the partner- 
ship was an expedient manner of carrying 
on certain kinds of business enterprises in 
the field of commerce and was unrelated to 
family relationships. The Common Law, 
however, permitted the individual members 
of families to form partnerships for the 
purpose of engaging in business ventures, 
but nevertheless the “business concept” 
remained distinct from the concept of the 
family unit as such. 


To say that any member of a family 
should be regarded as a partner even 
though his investment was supplied by one 
who is legally and morally bound to sup- 
port that member is to ignore the business 
concept at the expense of saying that the 
family unit is being taxed, unjustifiably. 


E_LswortH T. SIMPSON. 


Arlington, Virginia. 


School Systems Good and Bad 


Sirs: 


May I make certain specific comments 
on some of the paragraphs contained in the 
December “Shop Talk?” 


Column one, paragraph four: Since the 
government belongs to the people and it js 
their money which finances it, people can- 
not give themselves a “bonus.” It is the 
function of government in this Republic to 
perform certain services and to collect or 
borrow the necessary money to finance them 
—and no more. Talk about being forgiven 
taxes is poppycock; people cannot forgive 
themselves. There should be nothing pa- 
ternal or proprietary about American govern- 
ment. It is simply a convenient service 
agency we Americans have set up to do 
certain things we could not do well other- 
wise. 


Column two, paragraph three: There is 
no such thing as a national system of edu- 
cation in the United States. What we have 
is forty-eight States, 3,050 counties, and 
more than 100,000 school districts, all with 
some responsibility for public education. 
In some States the picture is further com- 
plicated by municipalities being involved as 
well. The results are good and bad. More 
money won't, per se, improve them. 


A public school is designed to serve the 
average pupils. A good public school sys- 
tem will give the best pupils an opportunity 
to develop. The spirit of our country is 
primarily concerned with average conditions. 


With all our evils, we have more children 
getting some kind of an education and over 
a longer period of years than any other 
nation in the world. What we do get is a 
direct outgrowth of what the public wants, 
what it will tolerate, what generations of 
American experience have demonstrated 
is best for us. It is pragmatic. Some of 
the European nations have achieved better 
schools for some of their children, while 
remaining quite unconcerned about the rest. 
Our method has. its advantages for there 
is a high degree of liberty involved in it. 
Parents are not prevented from giving their 
children superior advantages. Not all the 
children to the same kind of school. 


[Continued on page 192) 
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By GEORGE T. ALTMAN 


“If one is coldly realistic there is no answer to the question except, ‘Until the end of time.’” 


NE OF THE PRINCIPLES most es- 

sential to law and order is that which 
permits a person to bury his past. If it 
were not for the requirement that bygones 
be bygones after a reasonable or specified 
lapse of time, the peace of society and busi- 
ness would forever be disturbed by litigious 
individuals brandishing stale claims. In 
order to protect himself every person would 
have to retain detailed records of his busi- 
ness and other activities as long as he lived, 
to perpetuate oral testimony on every in- 
cident and transaction. Not only that, but 
he would have to preserve the records of 
his forbears and other predecessors in in- 
terest, back to the beginning of time. It 
is only through the principle of repose, 
which commonly takes written form as 
statutes of limitation, that it is possible to 
close with finality the books of any period 
and return them to the dust from which 
they came. 


Principle Weakened 


It is not without the production of un- 
certainty and fear that the principle has 
of recent years been weakened in the law 
of internal revenue. The question, “How 
long should records be kept for income tax 
purposes?” was once susceptible of answer 
with some degree of assurance. One looked 
principally to the statutes of limitation. 


The chief of these as against the Com- 
missioner is the period of limitation on 
assessment. The general period now is 
three years. If a person files a timely fed- 
eral income tax return, then after three 
years after the return is due (as determined 


by extension of time, if any was granted) 
no assessment can be made; and without 
such assessment no distraint or suit for 
collection can thereafter be brought.’ Thus, 
if a person filed his federal income tax re- 
turn for 1941 on March 10, 1942, no collec- 
tion of a deficiency for that year would be 
possible after March 15, 1945, unless assess- 
ment had been made on or before that date. 


Limitation on Claims for Refund 


The correlative period as against the tax- 
payer is the period of limitation on claims 
for refund. The general period in that 
respect is three years from the time the 
return was due (as determined without re- 
gard to any extension of time) or two years 
from the time the tax was paid, *whichever 
period expires the later;? and no suit for 
refund is possible without the previous fil- 
ing of a claim for refund.* Thus, if a person 
filed his federal income tax return for 194] 
on March 10, 1942, and paid his tax in 
quarterly installments when due he would 
have until March 15, 1945 to file claim for 
refund for any part or all of the install- 
ments paid. In such case then March 15, 
1945, is the deadline, as against both the 
taxpayer and the Commissioner, for any 
adjustment of income taxes for 1941. After 
that date the taxpayer could say: “The 
year 1941 has now gone to rest. May it rest 
in peace. It has become one with the vast 
and inscrutable expanse of departed time.” 
As far as federal income taxes are con- 


+t. BR. C., mee. 275 Ca); (8). 
2 Ibid., sec, 322 (b) (1), (4). 
8 Ibid., sec. 3772 (a) (1). 
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cerned he could take his records for that 
year and cremate them atop the logs in his 
fireplace, there to warm his heart, if there 
was fire in their pages; or to the city dump, 
if such were their due. 









The three-year period indicated is, how- 
ever, only the general rule. If an extension 
of time is granted for filing the return, then, 
as parenthetically indicated above, the pe- 
riod for assessment is extended accordingly, 
although not the period for filing claims for 
refund. If because of delinquency in pay- 
ment, extension of time for payment, or 
determination of a deficiency, any amount 
of taxes is paid later than one year after 
the due date of the return (as determined 
without regard to any extension of time for 
filing), then to the extent of such payment 
the period for filing claims for refund does 
not expire until two years after the date of 
such payment. Furthermore, the taxpayer 

















How Long Do You Keep Tax Records? 


SEC, 275, PERIOD OF 
a LECTIO 
xcept as Provided in s 


LE.—The amo 
Ce years after 







(3) The dissolution is cory 


FROM Gross J 
ible there 


coll 
DS years af 


BENDS.—Tf the 








inels ae te a 
MClusion in the Sross jr 
S : ai 


ng i 
assessment, at an A ie thy 








LIMITA 
= TION 


UPON ASSES 
SSMENT A 
ection 276__ ¥ is 





unt of ines t 


. Wome taxes impocess i 
the return was filed, np the aa mes 


NO proceeding ¢ 
of in, 
Sjamll be begun after the phon 







received during 
administration 
€ in court with. 
eighteen months 
by the execu 
cedent, or dy, 
4 Irn was 





: begun, Within 
return js made) 





he Corpogtion 


months’ perigg- 
ith 
th begun before 4 






1€ €xpiratig 
Piration of 
Ipleted, 7 


NCOME.—TIf the taxpayer 
mM “which js ; tem. 





be th oe ™ gross ine 
20 the return eas 25 per ee ‘the 
€ction of sich ts niG tax may be assess d wane 
1 oUCN fax may he ¢ 1 without ann.” : 
ter the return Was filed. — sn 


out assessment, 


fom: 

‘aXPayer omits 
Pay Pmuts from &TOSs incon 

4 SS income 9 

LDING compayy : 





S.—-Under Section 337 (b 


< utive shz ne rd eS 0 
foreign personal hos (Of the undictrs, t United Sta (re- 
= be sonal-holding company) ies ed Supplement P nee at eholders of 
“) FERSONAL sepys-- stole “t incom 
the j 2. e * SERVICE CoRpop a; € of a 
of “ae in the gross ine nA TONS. —Under Secti 
* : ieee ae fer section 3 
Pei ndistributeg Supplement ; aie of shareholders of * raga (b) (relating to 
May be asses ‘a iInceme of : ‘eT distribisty, 
sessed, : , Ne Of a pers ; utive sh 
way ght begun without arseen sprees Personal service — 


Corporation) ; 
ton of such 
after the return 


T the collec 


Y time wish: 
Y Ume within Seven years 


and the Commissioner may, by agreement, 
extend the period for assessment;* in that 
case the period for filing claims for the 
same year is automatically extended to the 
expiration of the agreed period for assess- 
ment, plus six months thereafter.® 


There are many other breaches in the 
limitation wall, most of them of recent 
origin. Thus, if an amount of income ex- 
ceeding twenty-five per cent of the gross 
income shown on the return was errone- 
ously excluded therefrom, the period of 
limitation on assessment is five years in- 
stead of three. Suppose, for example, that 
the taxpayer’s return for 1941 showed gross 
income totaling $30,000, but that he had 
omitted from his return stock received worth 
$10,000, honestly believing it to be a gift. 





5 Ibid., sec. 
6 Tbid., sec. 
* Ibid., sec. 


322 (b) (3). 
275 (c). 
276 (b). 
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In May, 1945, a revenue agent in checking 
the taxpayer’s 1943 return observes an item 
relating to stock rights. Tracing their 
origin, he discovers the receipt of the stock 
in 1941. If the stock was income it consti- 
tuted more than twenty-five per cent of the 
gross income shown on the return for that 
year, and the Commissioner can in that 
case assess a deficiency for 1941 as late as 
March 15, 1947. Suppose, however, the 
taxpayer’s records for that year are de- 
stroyed. The Commissioner perhaps cannot 
complain. Nor, indeed, does he care. He 
is interested only in a deficiency based on 
the stock, and he does not need the tax- 
payer’s records for that purpose. But the 
taxpayer may want them very much. His 
return may have shown no net income de- 
spite the gross income of $30,000 and he 
may wish to search his records now for 
deductions which, there having appeared to 
be no tax anyway, he had overlooked. 


Bad Debts and Worthless Securities 


Taking it further, from the taxpayer’s 
point of view, there is the problem of bad 
debts and worthless securities. Suppose a 
taxpayer deducted a bad debt on his 1939 
return. In 1942 a revenue agent examines 
that return and disallows the bad debt on 
the ground that the debt was not shown to 
be worthless at the close of 1939. The 
taxpayer forthwith pays the resulting defi- 
ciency for 1939. In 1943 he makes out his 
1942 return and again takes a deduction 
for the bad debt referred to. In 1945 an- 
other revenue agent examines the 1942 re- 
turn and disallows the deduction on the 
ground that the debt was worthless at the 
beginning of 1942. 


The taxpayer is faced with a dilemma. 
When did the debt become bad? There was 
an identifiable event in 1939, a large loss 
suffered by the debtor which rendered him 
unable to pay his bills, although he still 
had some assets of an extremely non-liquid 
character; and another event in 1942, the 
bankruptcy of the debtor, showing his as- 
sets insufficient to pay an income tax defi- 
ciency on 1938 assessed in February, 1942. 
In neither of the intervening years, 1940 
nor 1941, was there any event upon which 
realization of loss could be predicated. 


Because of uncertainty as to the proper 
year in which the debt is deductible the 
taxpayer proceeds to file claims for refund 
on all years, back to 1939. Although it 
is already 1945 when the problem arises, 
1939 is still open to the particular claim. 


100 








To the extent of an overpayment computed 
by allowance of a bad debt or a worthless 
security, the period of limitation on the 
filing of claims for refund is seven years 
instead of three.’ Thus, in the case given, 
the taxpayer would have until March 15, 
1947 in which to claim a refund for 1939 
on the basis of the bad debt. Certainly 
his records showing the existence of the 
debt in 1939, its basis, and other material 
facts, would be very helpful in 1945 and 
subsequent years in preparing the claim for 
1939 and proving the fact and amount of 
the loss in that year, if that year should 
in fact turn out to be the right year. 


Carry-over or Carry-back 


The extended period of limitations appli- 
cable in case of a bad debt or worthless 
security is extended still further in case of 
a carry-over or a carry-back. Let us as- 
sume that the taxpayer is a corporation 
and that a debt is involved which in fact 
became worthless in 1939. In that year a 
net operating loss is sustained, even without 
regard to the bad debt, and because of no 
net income for 1940 the net operating loss 
is carried over to 1941. In 1941 the corpo- 
ration has net income, after deducting the 
net operating loss of 1939, but has neverthe- 
less an unused excess profits credit which 
is carried over to 1943. As a result the 
deduction of the bad debt in 1939 decreases 
the income tax for 1941 and the excess 
profits tax for 1943. The seven-year period 
as to the income tax runs from March 15, 
1942 and as to the excess profits tax from 
March 15, 1944. Thus, as far as the in- 
come tax is concerned the claim for re- 
fund with respect to the 1939 bad debt may 
be filed as late as March 15, 1949; and as 
far as the excess profits tax is concerned, 
as late as March 15, 1951. Suppose now 
that the corporation did not take the de- 
duction until 1944. In 1947 the deduction is 
disallowed. The taxpayer contests the dis- 
allowance before the Tax Court, but the 
Commissioner is sustained, the decision be- 
ing rendered in 1950 and showing that the 
debt became worthless prior to 1944, the 
taxable year involved. The year 1939, as 
far as 1939 taxes are concerned, is closed by 
the statute even in the case of a bad debt. 
So is the year 1941, as far as 1941 taxes 
are concerned. Of course, the taxpayer 
would have been wise to have filed a claim 
for refund of income tax for that year be- 
fore March 15, 1949. But as far as the 





7Ibid., sec, 322 (b) (5). 
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excess profits tax for 1943 is concerned, 
the 1939 bad debt is still open to claim for 
refund in 1950. If the taxpayer then needed 
its 1939 records for that purpose, a possi- 
bility which is likely, it would be thankful 
that it had preserved them through the 
period of more than a decade since they 
were made. 


What is true of a carry-over is true of 
a carry-back. If a 1945 bad debt results 
in a net operating loss carry-back to 1943, 
and that carry-back increases an unused 
excess profits credit carry-back to 1941, the 
period of limitation on claims for refund 
of 1941 and 1943 taxes, based on the 1945 
bad debt, is seven years from March 15, 
1946, the due date of the 1945 return, or 
as long as the general three-year period 
applicable with respect to 1945 taxes in case 
that period has been extended by agreement 
between the taxpayer and the Commis- 
sioner. Now if in 1952 the taxpayer files 
claim for refund of 1941 excess profits taxes 
on account of the 1945 bad debt, it may 
need its 1941 records to support other items 
which the Commissioner may challenge as 
an offset to the carry-back. 


Three-year Period of Limitation 


The effect of a carry-back in lengthening 
the period for which records should be kept 
is not limited to cases involving the seven- 
year period on bad debts and securities. 
In any case in which the general three- 
year period on filing of claims for refund 
is otherwise applicable (or such period as 
extended as a result of extension of the 
period of limitation on assessment), if the 
claim relates to an overpayment attributable 
to a carry-back, then the period of limita- 
tion applicable is not that of the year covered 
by the claim but that of the year of the net 
operating loss or unused excess profits 
credit which resulted in the carry-back.® 
Thus, if a claim for refund of 1944 income 
taxes results from a carry-back of a net 
operating loss of 1946, the general three- 
year period of limitation is not that ap- 
plicable to 1944 but that applicable to 1946. 
Likewise, if a claim for refund of 1942 ex- 
cess profits taxes results from a carry-back 
of a net operating loss from 1946 to 1944, 
and a consequent carry-back of an unused 








8 Ibid., sec. 322 (b) (6). There is a corre- 
sponding provision in connection with the pe- 
riod of limitation on assessment of deficiencies, 
section 276 (d), but its application would nec- 
essarily be rare. A deficiency is ordinarily the 
excess of tax liability over that shown on the 
return; and a return would rarely give effect 
to a carry-back, 
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excess profits credit from 1944 
general three-year period of 
not that applicable to 1942 
plicable to 1946. 








can therefore be filed as late as Ma 
1950. From one to four years may thus 
be added to the general three-year period 
of limitation on claims for refund. When 
the claim is audited the Commissioner may 
attempt to offset it by disallowance of other 
items. The records for the year covered 
by the claim, that is, the year to which the 
loss or unused credit is carried back, may 
therefore be essential to protect the claim 
although the claim itself involves only the 
records of a later year. 





Other Periods of Limitation 


There are many other periods of limita- 
tion, which either contract or expand the 
period otherwise applicable. There is the 
four-year period on assessment in connec- 
tion with corporate liquidations; *® the four- 
year period on assessment where a cor- 
poration files no return but the shareholders 
include in their returns their respective dis- 
tributive shares of the net income of the 
corporation; the six-year period after 
timely assessment for collection of the tax, 
by distraint or by a proceeding in court, 
with provision for extension of that period 
by agreement of the Commissioner and the 
taxpayer; ™ the two-year period after regis- 
tered notice of disallowance for filing suits 
for refund; and the two-year period on 
suits by the Commissioner for recovery of 
erroneous refunds.” These are all special 
periods, however, on the applicability of 
which the taxpayer can always be aware; 
and he can in each case determine the ad- 
visability of preserving his records for the 
year or years involved. 


There are other situations in which there 
is no period of limitations, such as where 
the taxpayer has failed to file any return,” 
or where he has filed a fraudulent return,” 
or where the tax is involved in a pending 
claim or suit. 
situations. 


These, again, are special 
If the taxpayer has filed no re- 






® Ibid., sec. 275 (e). 

10 Tbid., sec. 275 (g). 

11 Tbid., sec. 276 (c). 

12 Tbid., sec. 3772 (a) (2). 
13 Tbid., sec. 3746, 

14 Tbid., sec. 276 (a). 























































turn the case ordinarily involves no records. 
If a claim or suit involving the tax is pend- 
ing the taxpayer will, of course, preserve 
such records as are necessary to his case 
if they have not previously been destroyed. 
If the taxpayer is charged with fraud the 
burden of proof as to the fraud is on the 
Commissioner; and if fraud is proved there 
may be little help for the taxpayer in his 
records. 


Correction of Inconsistency 


Another special situation is that of in- 
consistency in the treatment of an item in 
different years. If an item is treated cor- 
rectly in one year and its treatment in a 
prior year is inconsistent with its treatment 
in the later year, the tax for the prior year 
may, in certain circumstances, be corrected 
and the increase or decrease collected or re- 
funded, as the case may be. The correction 
in such case is one of those embraced under 
what is commonly known as mitigation of 
the statute of limitations. The general pro- 
vision on that subject is contained in section 
3801 of the Code. Another section, section 
734, covers those cases in which the incon- 
sistency is one between the treatment of an 
item in the later year in the computation 
of the excess profits credit and its treatment 
in the prior year in the determination of 
income tax liability. Under section 3801 
the prior year may be any year beginning 
after December 31, 1931; and under section 
734 the prior year may be any year begin- 
ning before January 1, 1940. Thus, many 
years may intervene between the prior year 
which is corrected and the time when such 
correction is made. 


In any such case, however, the required 
showing of inconsistency assumes at least 
the existence of the return or a copy there- 
of for the prior year, and any other proof 
that may be necessary of the inconsistent 
treatment in that year; and the adjustment 
of the tax for the prior year is limited to 
the increase or decrease resulting solely 
from a treatment of the particular item con- 
sistent with its treatment in the later year. 
As a result no problem of preservation of 
records because of the possibility of such 
adjustment would ordinarily arise. 


Basis for Gain or Loss 


A much more difficult and general case is 
that of basis for gain or loss,” and indirectly 


1% Ipid., sec. 113. 
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for depreciation. If the property was 
acquired by purchase the cost may have to 
be proved, and that may not always be 
simple, or even possible, without reference 
to the records. If the property was acquired 
in a tax-free exchange the record of the ex- 
change and records showing the basis of 
the property previously held may become 
important. In the case of sale at a loss of 
property acquired by gift there is the prob- 
lem of value at the time of the gift; and in 
the case of sale at a gain of property 
acquired prior to March 1, 1913, there is 
the problem of value on that date. In either 
case if the property is corporate stock 
closely held, the records of the corporation 
covering periods including or close to the 
basic date may become important to show 
assets, earnings, and other criteria of value. 
Other evidence may be admissible as sec- 
ondary evidence or as ancient documents, 
but the books may show departmental 
trends, expenses written off which were in- 
curred in development of valuable secret 
processes, nonrecurrent losses, and other 
factors which may help to establish a higher 
value than could otherwise be shown. It 
may be stated as a general rule that as long 
as one holds an item of property any records 
necessary or helpful to a determination of 
its basis should be preserved. 


Excess Profits Tax Relief 
Under Section 722 


But the problem which has shaken more 
dust off old records than any other and 
made the time of their proper destruction 
more uncertain, is that of excess profits tax 
relief under section 722, especially cases of 
depression due to temporary economic cir- 
cumstances, and cycle and sporadic period 
cases. The Treasury Department has made 
it clear that the history of the company at 
least as far back as 1922 should be con- 
sidered. Adjustments are required in order 
to determine excess profits net income for 
each of those years. Selling and purchase 
prices; sales, costs, and expenses by depart- 
ments; monthly analyses to show seasonal 
curve; special circumstances showing the 
cause of non-cyclical variations; investment 
in operating and non-operating assets— 
these and many other factors for each year 
have to be submitted and proved. 


And how many detected in the Harding 
cry of “back to normalcy” the brew of 
another world war and another excess 








16 Tbid., sec. 114. 
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= to | tion is being carefully laid for World War “Until the end of time.” Perhaps, how- 

be | [II and an excess profits tax that will make _ ever, it is more conducive to peace and hope 
nce | the one just terminated sweet to remember. and the other heavenly virtues of our 
ired It is brutal, indeed, to suggest the pos- earthly lives to make the law of basis and 
aye sibility; coarse and crude to think of another periods of limitations the measure of the 
rae war in terms of records and taxes. Yet if present and to bury the past, though some 
ce one is coldly realistic there is no answer to day its ghost may return to taunt us. 
a the question, “How long should records be [The End] 
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The schedule for the next four weeks of the lectures on federal taxation, spon- 
sored by the Federal Bar Association, is as follows: 
February 12: Ralph H. Dwan, “Installment Sales” 
Vincent J. Heffernan, “Inventories” 

‘on | February 18: William A. Clineburg, “Taxes of Corporations; Special Classes 
ction 4 | of Corporations” 
iS “ February 25: C. Rudolph Peterson, “Excess Profits Tax, Part I” 
eS 0 
¢ cir- March 4: C. Rudolph Peterson, “Excess Profits Tax, Part 2” 
yeriod 

made Mr. Dwan is Assistant Chief Counsel of the Bureau of Internal Revenue; Mr. 
ny at Heffernan is Assistant Head of the Legislation and Regulations Division of the Office 

con- of the Chief Counsel, Bureau of Internal Revenue; Mr. Clineburg is with the firm 
ig of Vesey, Wheeler, and Prince, Attorneys at Law, Washington, D. C. 
1e for 
chase There is no admission charge to the lectures, which will be held at 7:30 P. M. 
epart- on the dates given above in the auditorium of the South Agriculture Building, Wash- 
nage ington, D. C. 
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How Long Do You Keep Tax Records? 


= HE SUPREME COURT last month, in 


an opinion which is a welcome depar- 
ture from its usual sleight-of-hand where 
taxes are involved, reaffirmed the Dobson 
rule regarding the finality of tax court deci- 
sions and perhaps even further increased 
the importance and responsibility of that 
body. The vehicle for this pronouncement 
was an opinion combining decisions in 
Commissioner v. John Kelley Co. and Talbot 
Mills v. Commissioner? Both cases involved 
the question of whether certain debentures 
were stock or bonds, and thus whether pay- 
ments made to the holders were dividends 
or deductible as interest. 


In the Kelley case the debentures provided 
for 8% non-cumulative interest payable out 
of net earnings only. The principal amount 
was payable on December 31, 1956, or sooner 
at the option of the company. The debenture 
holders had priority of payment over stock- 
holders but were subordinate to all other 
creditors. In the Talbot Mills case the deben- 
tures provided for a varying rate of interest 


146-1 ustc paragraph 9133, reversing CCA-7, 
45-1 ustc paragraph 9117, 146 F. (2d) 466, which 
reversed 1 TC 457, CCH Dec. 12,391. 


246-1 ustc paragraph 9133, affirming CCA-1, 
45-1 ustc paragraph 9122, 146 F. (2d) 809, which 
affirmed 3 TC 95, CCH Dec. 13,691. 
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By 
ROBERT E. 
NELSON 


from 2% to 10%. The interest rate was calcu- 
lated by dividing two-thirds of the net earn- 
ings by $400,000.00, which was the amount of 
the debentures outstanding. The interest had 
priority over stock dividends but unlike the 
Kelley case interest payments were cumulative. 
Upon liquidation the debenture holders were 
inferior to all obligations maturing before 
the due date of the debentures. 


Tax Court Judge Turner held in the 
Kelley case that the payments were deducti- 
ble interest, while in the Talbot Mills case 
Judge Arundell held that the payments were 
dividends and therefore not deductible. The 
seventh circuit court of appeals reversed the 
Kelley decision and held that the payments 
were dividends. The first circuit court of 
appeals affirmed the Talbot Mills case, thus 
also holding the payments dividends. 


In both cases the corporation was closely 
held and there was a definite family rela- 
tionship among most of the stockholders. 
The seventh circuit’s opinion relies upon 
this close family relationship, implying 
strongly that the transaction was a sort of 
sham to avoid taxes. But Justice Reed, 
speaking for the Supreme Court, finds no 
such close relationship as invokes the rule 
of Gregory v. Helvering* Furthermore, he 
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calcu- states, since a considerable amount of capi- 
earn- tal was invested in the stock of each com- 
int of | pany, the situation was not one of lopsided 
st had | capitalization in favor of debentures. 
. Having brushed aside these two argu- 
were | ments, Mr. Justice Reed launches a discus- 
nefore J S!On of the Dobson rule which absorbs the 
remainder of the opinion. Although short, 
the Court’s opinion goes deeper into the 
n the | policy and philosophical bases for the Dobson 
-ducti- | rule than any previous decision. The U. S. 
ls case | Code section governing review of the Tax 
s were | Court’s decisions,* is quoted as well as the 
>. The } pertinent Congressional reports. 
ed the Not content with mere restatement of the 
a Dobson language that all issues which are 
ee not “clear cut questions of law’ must be 
: left to the Tax Court, Justice Reed demon- 
strates that he appreciates the pseudo-dual 
closely | role which questions of fact and of law 
y rela- play in appellate review. He quotes from 
1olders. 
s upos 3293 U. S. 465, 35-1 ustc paragraph 9043. 
oplying | <1 R. Cc. Section 1141 (c): ‘Powers (1) To 
sort of affirm, modify, or reverse.—Upon such review, 
. Reed, | such courts shall have power to affirm or, if 
‘nds no the decision of the Board is not in accordance 
vo ee with law, to modify or to reverse the decision 





of the Board, with or without remanding the 
case for a rehearing, as justice may require.”’ 


The Kelley Case 

















Dobson” Rule a ee 


by the “Kelley” Case 


Mr. Nelson is a Chicago attorney, with the firm of Gardner, Carton and 
Douglas ‘and formerly was assistant to Judge Minton who wrote the 
Seventh Circuit Court’s opinion, 


Dickinson on Administrative Justice, Chapter 
III, page 55: 

“In truth, the distinction between ‘ques- 
tions of law’ and ‘questions of fact’ really 
gives little help in determining how far the 
courts will review; and for the good reason 
that there is no fixed distinction. They 
are not two mutually exclusive kinds of 
questions, based upon a difference of sub- 
ject matter. Matters of law grow downward 
into roots of fact, and matters of fact reach 
upward, without a break, into matters of 
law. The knife of policy alone effects an 
artificial cleavage at the point where the 
court chooses to draw the line between 
public interest and private right.” 


This truth that “law” and “fact” are 
merely two ends of the same fabric, although 
seemingly obvious, is again and again over- 
looked by lawyers not only in the tax field 
but in every field of law—and not only in 
legal learning but in other sciences as well, 
including the physical. The fundamental 
fallacy of those who do not grasp this inti- 
mate relationship between law and fact is 
their belief that “facts” can be stated in 
words “just as they actually exist,” while 
laws are “conclusions” made up of “facts” 
plus reasoning. The truth is, of course, that 
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any statement of a “fact” involves reason- 
ing as much as any statement of law. 


Walter Wheeler Cook in his classic arti- 
cle “‘Facts’ and ‘Statements of Facts’”® 
sets out the best analysis to be found of 
this very fundamental problem. Speaking 
there of a professor of chemistry who said: 
“The fundamental facts of chemistry will 
still be valid at the end of the next half 
century. Of course that must be, for facts, 
defined as ‘the direct result of observation, 
unmodified by any act of reason,’ are 
eternal,” 


Professor Cook demonstrates that no “fact” 
can be stated “unmodified by any act of 
reason,” for merely to state the event in 
words is to select from an infinite number 
of possible sounds, visual impressions and 
motions, the selection depending on the 
particular purpose prompting the statement. 
The selection is influenced also by the 
speaker’s (or writer’s) past experience and 
training. 

“In other words, in making a ‘statement 
of fact’ about the ‘given’ situation (series 
of events), so as to state ‘what it is,’ I have 
in every case necessarily selected certain 
aspects, thereby neglecting all the other 
possible aspects which I might have ob- 
served, and then have interpreted the se- 
lected ‘data’—to use a scientific term—so as 
to bring them under some category. Then 
and only then can I say ‘what it is,’ that is, 
make a ‘statement of fact.’ Apparently all 
‘statements of fact’ are the result of a process 
of this sort, and are not the ‘direct result of 
observation, unmodified by any act of rea- 
son’ as the professor of chemistry quoted 
above seemed to think. This will become 
clear if we examine any book on chemistry. 
We find that the ‘facts’ described do not 
accord with the ‘given,’ the ‘brute, raw 
event’ out there ‘as it is’ in any absolute 
sense. They are the product first of ‘ab- 
straction’ from the concreteness of the 
‘given,’ and then of interpretation of the 
elements abstracted: see the illustrations 
given at a later point in this discussion. 


“Next to be noted is that what our ob- 
server ‘abstracts’ from the ‘given’ will de- 
pend upon his past experience and education 
as well as upon the purpose he has in view 
at the time. As his fund of experience widens 
and also as his purpose changes he will se- 
lect different combinations of aspects and 
relate them in different ways. 


“All this is itself abstract. Let us be 
more concrete by noting one or two exam- 
ples from the field of chemistry which will 


54U.C. L. Rev. 233 (1937). 
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perhaps enable the reader to see more 
clearly what we are saying. A few years 
ago if one had looked into the books on 
that subject he would have found a ‘state- 
ment of fact’ about lead, to the effect that its 
‘equivalent weight’ was 103.6. Today he 
would be told that samples of lead from 
different sources may have different equiva- 
lent weights, although apparently in al] 
other respects they are alike. This is ex- 
pressed by saying that there are ‘isotopes’ 
of lead of differing weights. What has hap- 
pened is that as experience has widened. 
partly because improved methods of meas- 
urement have been devised, the chemists 
have developed theories and hypotheses 
about the atomic structure of matter which 
have led them to select aspects of the situa- 
tion previously neglected and to interpret 
them in the manner stated.” 


Thus it can be seen that the difference 
between law and fact is merely one of de- 
gree—that is, the amount of detail stated. 
In a sense, all findings of the Tax Court 
are conclusions of law, since the purpose of 
the inquiry is a legal one and no facts which 
are not pertinent to the legal inquiry are 
relevant or should be considered. 


Once admitting this, it is not difficult to 
see that the amount of appellate review can 
and probably should be varied from one 
type of case to another. Congress, having 
been given full power over appellate review 
by the Constitution,® can do just that. It 
is the Supreme Court’s feeling that the tax 
court, which was set up by Congress as a 
body of experts and specialists in tax law 
and tax accounting, should be left with the 
final words as to all (1) conclusions which 
must be reached merely from observing 
and weighing certain indicia; and (2) cases 
where the tax implications of a decision 
may have far reaching repercussions in 
other fields of tax law and accounting— 
repercussions which an appellate judge un- 
trained in tax accounting might not ap- 
preciate. This transmutation of “fact” to 
“law” due to the presence of a specialist is 
not a new process. An example, of the 
principle at work in everyday trial practice 
is the testimony of the expert witness. His 
opinion is a “fact” which may go to the 
jury, but opinions of laymen are “conclu- 
sions” which may not go to the jury. 


However, as the Dobson case points out, 
the review is not limited, regardless of how 
complicated or how far reaching the tax 
problem, if Congress has laid down definite 
instructions in a statute, or a Regulation 


®U. S. Constitution, Art. 3, § 2, el. 2. 
e TAX ES—tThe Tax Magazine 


of the 
need 

court 
instru 
the t 
Regul 
pert 

reviev 
excep 
a free 


Mit 
merel 
for tk 
no-re 
Dobsc 
no st 
invol 
indici 
reper 
in tax 


outlir 
the r 
that 
that 
whet! 
(2) a 
rate « 
ment 
able 
6) v 
whet 
or pi 
whet 
terior 
No 
ated 
to th 
on o 
lend 
tribu 
these 
credi 


not % 


Estate 
208, 
Helve 
349; J 
Ct. 74 
trend 
(2d) : 













10re 
ears 
| on 
ate- 
t its 
r he 
rom 
liva- 

all 
ex- 
pes’ 
hap- 
ned, 
leas- 
nists 
LeSes 
rhich 
itua- 
pret 


ence 
f de- 
ated. 
Sourt 
se of 
which 
y are 


ilt to 
v can 
1 one 
aving 
eview 
t, it 
ie tax 
} 26a 
x law 
th the 
which 
srving 
cases 
cision 
ns in 
ting— 
ye un- 
ot ap- 
ct” to 
alist is 
of the 
ractice 
: ie 
to the 
onclu- 
2 


its out, 
of how 
he tax 
definite 
ulation 


agazine 





of the Treasury Department controls.’ The 
need for review is obvious where the tax 
court has refused to follow the detailed 
instructions of Congress. Likewise, where 
the tax court holds invalid a Treasury 
Regulation, in effect there is a clash of ex- 
pert opinion and the need for appellate 
review is apparent. Other than these two 
exceptions, however, the tax court is given 
1 free rein. 

















Mindful always that the Dobson rule is 
merely the formula which gives the setting 
for the hairline divider between review and 
no-review on the law-fact slide rule, the 
Dobson rule may be restated thus: Where 
no statute or Regulation controls, questions 
involving merely the weighing of numerous 
indicia,® and/or questions likely to involve 
‘epercussions with which only a specialist 
in tax law and accounting would be thorough- 
iy familiar, are left to the tax court. 


It can be seen that the issue of whether 
lebentures are stocks or bonds is a type 
yf question falling directly within the above 
outlined test. The real question is whether 
the relationship created is proprietary or 
that of debtor-creditor. Determinative of 
that relationship are certain indicia: (1) 
whether there is a definite maturity date; 
(2) a definite sum payable; (3) a definite 
rate of interest; (4) a definite interest pay- 
ment date; (5) whether the interest is pay- 
able in any event or from earnings only; 
6) whether the interest is cumulative; (7) 
whether the holder may sue for interest 
or principal if either is not paid; and (8) 
whether the obligation is superior or in- 
ierior to other creditors upon liquidation. 


































Not only must these factors be enumer- 
ated but they must be weighed with an eye 
to their effect on practical accounting and 
on other tax deductions such as the divi- 
lends paid credit of the surtax on undis- 
tributed profits (which was applicable in 
these years), and the dividends received 
credit. It should be noted that it might 
not always be advantageous for the tax- 
payer to have payments on its obligations 


7 Dobson v. Com., 44-1 ustc paragraph 9108, 
320 U. S. 489, 502. 

’ Compare the contemplation of death cases: 
Colorado Nat’l. Bank v. Com., 38-2 ustc para- 
graph 9551, 305 U. S. 23; McCaughn v. Real 
Estate Land T. & T. Co., 36-1 ustc paragraph 
1208, 296 U. S. 606. Or the Clifford cases: 
Helvering v. Kehoe, 309 U. S. 277; 60 S. Ct. 
349; Hormel v. Helvering, 312 U. S, 552; 61 S. 
Ct. 719. The 7th Circuit itself has followed this 
trend in Williamson v. Commissioner, 132 F. 
(2d) 489, 492, 493; Commissioner v. Katz, 139 
F. (2d) 107, 110; Commissioner v. Armour, 125 
F. (2d) 467, 471; see First Trust and Deposit 
‘o. v. Shaughnessy, 135 F. (2d) 158. 


The Kelley Case 






























termed interest. If the payments were made 
to a closely related corporation, it might 
be more advantageous for the receiving cor- 
poration to deduct the payments as divi- 
dends received, rather than for the paying 
corporation to deduct them as _ interest. 
There are forces and counter-forces at work 
in the tax field. Just as only a skilled radio 
technician can foresee how a change in wir- 
ing will affect the radio’s performance, so 
only a skilled accountant and tax expert 
can foresee what ramifications a decision of 
this sort may have. 


The Kelley case was a perfect occasion 
for clarification of the Dobson rule because 
the weight of authority was against the tax 
court’s holding that the payments were divi- 
dends. A consideration of the cases in 
the circuit courts of appeals and the district 
courts discloses none where non-cumulative 
payments, out of earnings only, have been 
held to be interest.’ In fact, even where 
the payments were cumulative and where 
there was a definite maturity date, pay- 
ments have often been held to be dividends 
because they were payable out of earnings.” 
Thus the Dobson rule was put to the ex- 
treme test and passed magna cum laude. 


A second, scarcely less interesting, aspect 
of the decision in these two cases is the 
conflict in holdings within the tax court 
which the Supreme Court left unresolved. 
This concerned Justice Rutledge greatly 
and in a separate opinion he criticizes the 
majority’s decision on this ground. He points 
out that the facts in the Kelley and Talbot 
Mills cases were so nearly identical that no 
justifiable ground existed for a holding in 
one that the payments were interest and in 
the other that they were dividends. He 
points out that conflicts between circuits 
has consistently been a ground for grant- 





® Helvering v. Richmond, F. & P. R, Co., 90 


F. (2d) 971; Commissioner v. Palmer Stacey- 
Merrill, Inc., 11 F. (2d) 809; Arthur R. Jones 
Syndicate v. Commissioner, 23 F. (2d) 833; 


Commissioner v. OPP Holding Corporation, 76 
F. (2d) 11; Commissioner v. H. P. Hood & 
Sons, Inc., 44-2 ustc paragraph 9253; Commis- 
sioner v. J. N. Bray Co., 126 F. (2d) 613; Com- 
missioner v. Proctor Shops, Inc., 82 F. (2d) 
792; United States v. Title Guarantee & Trust 
Co., 133 F. (2d) 990; Diamond Calk Horse Shoe 
Co. v. United States, 40-2 ustc paragraph 9641. 
10 Dayton & Michigan R. Co. v. Commissioner, 
112 F. (2d) 627; Kentucky River Coal Corpora- 
tion v. Lucas, 51 F. (2d) 586; Commissioner v. 
Meridian Thirteenth Realty Co., supra; cf. War- 
ren v. King, 108 U. S. 389, and In re Hicks- 
Fuller Co., 7 F. (2d) 492. But the tax court 
has held before and after the Kelley case that, 
although the payments were out of earnings, 
they still were interest. H. R. DeWitt Co., 7 
B. T. A. 7; 8S. Glaser & Sons, Inc, v. Commis- 
sioner, T. C. memo. CCH Dec. 14,006 (M). 
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ing certiorari and feels strongly that the 
Supreme Court ought to resolve conflicting 
decisions in the tax court. 


His criticism would be valid if the tax 
court judges were each autonomous, as the 
different circuits are. But the tax court 
was created as a single body, sitting now 
in divisions merely to expedite its work. 
Review of cases en banc by the entire tax 
court is not infrequent.” Clearly, Congress 
set up the tax court in this manner to pro- 
mote uniformity in its decisions. Is it the 
Supreme Court’s fault or responsibility when 
decisions of the individual tax court judges 
lack this uniformity? Conflicting holdings 
within the same circuit are considered un- 
forgivable by circuit judges and by the legal 
profession alike. But it has never been con- 
sidered the Supreme Court’s responsibility 
to correct such conflicts. That is a matter 
of the circuit’s own responsibility and pride. 
Should not the same responsibility rest upon 
the judges of the tax court to see that their 
Opinions are consistent one with another 
and to hold conferences or review con- 
flicting decisions en banc in cases where 
differences arise?” 


Now that the Supreme Court has definitely 
refused this responsibility and replaced it 
in the tax court’s hands, it may be assumed 


11 Murdock, What Has the Tax Court of the 
United States Been Doing? 31 Am. Bar J. 297 
(1945). 

12 Roehner, Are Tax Court Judges Bound By 
One Another’s Decisions? 23 TAXES—The Tax 
Magazine, 310 (April, 1945). 


that the tax court will take steps to see 
that this unfortunate and unjust situation 
does not arise again in the future. If the 
tax court fails this responsibility, relief 
should be sought from Congress who created 
the tax court, not from the Supreme Court, 
who had no hand in its making. 


In the Kelley and Talbot Mills decisions 
the Supreme Court has retreated from its 
usual position that decisions must be limited 
to their facts and that dicta is something 
to be abhorred. It has for once completely 
assumed its responsibility as the reconciler 
of legal theories, has swept aside verbal- 
isms, and has delved into philosophy and 
semantics to explain the Dobson rule. The 
opinion illustrates the dire need for every 
lawyer to possess some knowledge of legal 
logic and semantics and is an effective 
answer to many legal humorists who have 
been using the Dobson opinion as script 
material.” 


The tax lawyer and accountant will do 
well to study this opinion and consider its 
effect on the whole realm of appellate tax 
jurisdiction, for the Dobson rule is here to 
stay. Let us hope the acumen displayed by 
the Supreme Court in the Kelley opinion is 
also here to stay. [The End] 


13 Paul, Dobson v. Commissioner—The Strange 
Ways of Law and Fact, 57 Harv. L. Rev. 753 
(1944); Griswold, The Need For A Court of Tax 
Appeals, 57 Harv. L. Rev. 1153, 1170, 1172 (1944); 
Eisenstein. Some Iconoclastic Reflections on Taz 
Administration, 58 Harv. L. Rev. 477, 539-543 
(1945); Bickford, The Trial of the Tax Court, 
23 TAXES—The Tax Magazine 482 (June, 1945). 


In a Morass — 


“The test is impalpable enough at best; but if it is to be continually refined by 
successive distinctions, each trifling in itself, we shall end in a morass from which 
there will be no escape; and the spate of decisions already poured upon us will be 
the earnest of eventual utter confusion. Perhaps it is best not to approach the issue 
dialectically at all, but merely by fiat; at least in those cases where, as here, we 
cannot repose in the sheltering bosom of the Tax Court.”—L. Hann, Circuit Judge, 


in Lothair S. Kohnstamm, appellant v. William J. Pedrick, Collector, appellee, 
CCA-2, December 28, 1945, 46-1 ustc f[ 9122. 
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TAX PROBLEMS 
of 


Section 204 Insurance Companies 


By CHARLES W. TYE 


Mr. Tye is Tax Counsel and Head of the Tax Department of the Maryland Casualty 
Company, Baltimore, Maryland. This article is of great value to those Taxmen 


i URING the past year, two tax decisions 

were handed down which are especially 
important to the stock casualty and surety 
companies (including mutual marine and 
certain mutual fire insurance companies) 
taxable under Section 204 of the Internal 
Revenue Code. 


New Hampshire Fire Case 


First is the case of New Hampshire Fire 
Insurance Co. v. Commissioner, 2 TC 708 
[CCH Dec. 13,489], in which the Tax 
Court held that the Convention Form as 
understood, followed, and applied in the 
insurance world must control the compu- 
tation of income of Section 204 insurance 
companies. This case involved the tax 
treatment of premiums on _ reinsurance 
ceded to a non-admitted company, which 
is not recognized as a transaction for Con- 
vention Form purposes. Accordingly, the 
transaction was not required to be reflected 
in the tax return of the insurance company. 
In this connection, I pointed out in my ar- 
ticle entitled “Unpaid Losses—Case v. 
‘Schedule P’ Formula’, appearing in the 
March, 1944, issue of TAxEs, that the broad 
language regarding the Convention Form 
used by the Tax Court (and emphasizing 
Congressional intent) might well mean that 
companies were now entitled to use the 
“Schedule P” formula rather than Case 
estimates, if higher, in computing the un- 
paid losses tax deduction. 


Affirmed by CCA 


Since making these observations, the Cir- 
cuit Court of Appeals has affirmed the 
Tax Court’s decision (146 F. (2d) 697 [45-1 
ustc §—9141]), and the Treasury has not 
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whose interests lie in the field of insurance company tax problems. 


sought certiorari—the 
that an attempt will be made to limit ap- 
plication of the principles of the New Hamp- 
shire Fire case to re-insurance ceded to non- 
admitted companies. 


implication being 


T. D. 5387 


It is significant in this regard that before 
the Circuit Court of Appeals could hand 
down its decision affirming that of the Tax 
Court, the Treasury promulgated T. D. 5387. 
The T. D., which amended Regulations 111, 
Section 29.204-2, provides: 


“For taxable years beginning after De- 
cember 31, 1943, every insurance company 
to which this section applies must be pre- 
pared to establish to the satisfaction of the 
Commissioner of Internal Revenue that the 
part of the deduction for ‘losses incurred’ 
which represents unpaid losses at the close 
of the taxable year comprises only actual 
unpaid losses stated in amounts which, based 
upon the facts in each case and the com- 
pany’s experience with similar cases, can 
be said to represent a fair and reasonable 
estimate of the amount the company will be 
required to pay. Amounts included in, or 
added to, the estimates of such losses which, 
in the opinion of the Commissioner, are in 
excess of the actual liability determined as 
provided in the preceding sentence will be 
disallowed as a deduction. For taxable 
years beginning after December 31, 1943, the 
Commissioner may require any such insur- 
ance company to submit such detailed infor- 
mation with respect to its actual experience 
as is deemed necessary to establish the rea- 
sonableness of the deduction for ‘losses in- 
curred.’ ” 
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The underlying reasons for issuance of 
this ruling are obvious. First, the Commis- 
sioner wished to state an affirmative policy 
to be followed for years subsequent to De- 
cember 31, 1943, in order to negative the 
implications of the New Hampshire Fire case, 
thereafter affirmed. Second, adjustments by 
reason of subsequent years’ development in 
the case of years prior to January 1, 1944, 
might have had the effect of increasing the 
excess profits credit during the base period 
for those companies using the average earn- 
ings method of credit. That is, if for the 
base period years 1936 through 1939, sub- 
sequent years’ developments on a case-by- 
case basis disclosed overestimations, losses 
incurred would be reduced for such prior 
years with corresponding increases in base 
period earnings. Accordingly, the rule of 
“subsequent development” will apparently 
not be applied for years prior to January 
1, 1944, except, possibly, in cases of obvious 
lump-sum loadings or other gross overesti- 
mates. 


Implications of the T. D. 


It would seem to follow from this T. D. 
that if a company has consistently followed 
the “Schedule P” formula method from 
year to year, it will not be altered for years 
prior to January 1, 1944, irrespective of the 
existence of a disclosed excess over Case 
upo1 subsequent development. Nor would a 
company on the Case basis be required to 
prove up its case estimates, except where 
grossly overestimated. However, whether the 
company which has consistently used Sched- 
ule P rather than Case will now be re- 
quired to change to Case for years beginning 
after December 31, 1943, is problematical 
in view of the New Hampshire Fire case. 


Mechanical complications exist in connec- 
tion with such a switch-over since if a com- 
pany is required to change to Case for years 
after 1943, the accumulated Schedule P ex- 
cess over Case (and there would always be 
an excess since the Convention Form re- 
quires the use of Schedule P or Case, which- 
ever is larger) would become taxable income 
in the year of change-over of method, espe- 
cially where a tax benefit resulted in the 
prior years from the increased deduction. 
If a change is required then, the regulations 
should provide for allocating the excess over 
Case to the proper years where they are 
still open. As to closed years, perhaps Sec- 
tion 3801 of the Internal Revenue Code is 
operative where the excessive deduction is 
deemed erroneous. And, to the extent the 
change-over throws a company into excess 
profits tax for the first time, or increases 


the excess profits net income, then Section 
734 should be operative because of the “in- 
consistent position” of the Commissioner. 


As to companies which have consistently 
used the Case method of computing their un- 
paid losses, the T. D. has prospective appli- 
cation, with the result that for years after 
1943 proof of estimates will be required. 
However, it is my understanding that a 
percentage leeway will be allowed in connec- 
tion with overestimations disclosed on sub- 
sequent development. Of course, the New 
Hampshire Fire case gives any company an 
arguable basis that the T. D. is invalid; 
and that either Schedule P formula or Case, 
whichever is larger, should be the proper 
tax deduction. 


Federal Union Insurance Company 


The second case involves the excess 
profits tax liability of the Federal Union 
Insurance Company of the Royal-Liverpool 
Group, wherein the Tax Court (5 TC 374 
[CCH Dec. 14,634]) recently rejected the 
contention of the Commissioner that rein- 
surance recoverable on unpaid losses and 
unearned reinsurance premiums do not con- 
stitute admissible assets for ratio purposes 
under Section 720 of the Code. 


The court, however, sustained the Com- 
missioner’s contention that the unearned 
premium reserve is not part of the accumu- 
lated earnings and profits for excess profits 
tax purposes (since not for income tax pur- 
poses), and therefore cannot be included 
in equity invested capital as accumulated 
earnings and profits. The court stated that 
the concept that earnings and profits for 
purposes of the excess profits tax are the 
same as for the purpose of the income tax, 
as provided in the regulations, is sound and 
reflects the intent of Congress. 


The regulations declare, says the court, 
that “* * * the concept of ‘accumulated earn- 
ings and profits’ for the purpose of the ex- 
cess profits tax is the same as for the 
purpose of the income tax. * * * The scheme 
of taxation of insurance companies under 
that section (204) does not include in income 
the gross receipts from premiums. It is 
only premiums earned during the year 
which are included in gross income * * * 
and (which) became a part of accumulated 
earnings and profits.” 


Court’s Ruling v. State Capital Stock 
Tax Laws 


As to the question whether the court’s 
ruling is in conflict with state capital stock 
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tax laws, the opinion declares, “Although 
state courts have held such reserves to be 
invested capital under state capital stock 
tax laws, the decision is not in conflict with 
them, since this opinion rests on the spe- 
cial statutory treatment of such reserves 
under Federal income tax law.” The court 
also negatived the possibility (although not 
urged by taxpayer) that this reserve was 
paid-in surplus by declaring it would be in- 
consistent to say that paid-in surplus could 
later become earned surplus. Whether this 
phase of the case will be appealed by the 
taxpayer is problematical, particularly in 
view of the fact that a reversal would be 
important only for years prior to 1942 (ex- 
cept for carry-over purposes) since, by the 
1942 Act, the unearned premium reserve is 
allowed as “borrowed capital” for years be- 
ginning in 1942 and thereafter. 


Considering the question of whether rein- 
surance recoverable on unpaid losses is an 
asset (for purposes of the inadmissible asset 
adjustment), the court noted the Commis- 
sioner’s contention that the insurer was act- 
ing merely as the conduit for the payment 
of the loss and said: 


“The fallacy of this contention is demon- 
strated by the situation which arises when 
the insurer becomes insolvent. Even though 
it pays only fifty cents on each dollar of 
claims against it, still it collects the full 
amount of the loss suffered and insured 
against with the reinsurer.” 


The court held that this item did not come 
within the definition of inadmissible assets, 
and that it was as good an asset as reinsur- 
ance recoverable on “paid” losses. The court 
deemed it immaterial whether the reinsur- 
ance is recovered before or after the insurer 
pays the loss. 


Status of Unearned Premiums on 
Reinsurance in Force 


The most interesting and unique argument 
of the Commissioner, however, relates to the 
status of unearned premiums on reinsurance 
in force. The Commissioner contended that 
even though this item may be an asset, Con- 
gress never intended to allow it as an ad- 
missible asset for purposes of Section 720. 
It is urged in support of this that the 
counting of unearned premiums on reinsur- 
ance in force (that portion of the premium 
not yet earned by the reinsuring company 
because the expiration dates of the rein- 
surance are in the future) as an asset of 
the original insurer leads to a doubling of 
asset values—not to the same taxpayer, but 
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to two separate taxpayers. This is brought 
about by reason of the fact that the reinsur- 
ing company has an increase of assets by 
the amount of the premiums paid to it, 
whereas the original insurer has an asset 
represented by the unearned premium, the 
amount of which is determined by the ex- 
piration dates of the reinsurance in force. 
The Commissioner claims that to allow 
a credit based on the same investment to 
more than one taxpayer would divert the 
purpose of the inadmissible asset ratio rule. 


An Acquiescence in Order 


Although there is a “duplication” in the 
sense that the same premium “gross” creates 
an asset to two different taxpayers, the Tax 
Court, and rightly so I believe, held that 
reduction is required under the statute only 
where there are inadmissibles. It found no 
Congressional intent that merely because 
of the possibility that more than one taxpayer 
might benefit from the same “asset” (not 
an inadmissible) one or the other must elim- 
inate it through application of the inadmis- 
sible asset adjustment rule. The court 
pointed out that any such rule would lead to 
a different result than contemplated by the 
statutory formula. I doubt that there is 
any point in the Commissioner’s appealing 
this phase of the case, since it seems unlikely 
that a Circuit Court would reverse the Tax 
Court’s correct interpretation of the statute. 
An acquiescence is obviously: in order, in 
my opinion. 


The importance to all corporations of this 
interpretation is that merely because more 
than one taxpayer benefits from the same 
asset, application of the “inadmissible asset 
ratio” rule is not required. The asset must 
be one which comes within the definition 
of inadmissible assets, otherwise they are 
admissible. 


“Borrowed Capital” 


Perhaps of more significance to the insur- 
ance companies, although not in issue in the 
case, is the probability that companies may 
now claim the mean average of their un- 
earned premiums on reinsurance in force as 
“borrowed capital” for years starting with 
1942. Certainly, if the unearned premium on 
reinsurance in force is an asset, then it is as 
‘much “borrowed capital” as is the unearned 
premium reserve on direct writings not re- 
insured. The aggregate of this additional 
amount for credit purposes is substantial 
even after it is reduced to fifty per cent, 
as required, if it is treated as borrowed 
capital. [The End] 
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HE DETERMINATION of income by 

the use of generally accepted principles 
of accounting consistently applied is what 
we mean by “good accounting practice.” 
When we talk of a generally accepted prin- 
ciple of accounting, we mean a rule which 
has proved sound by experience. Since in 
most cases income of one period is com- 
pared with that of at least one other period, 
it is important that the principles applied in 
the computation of income be the same so 
that the results are truly comparable. 


The importance of sound accounting prin- 
ciples can not be overemphasized. Today, 
as in the past, the accountant’s report is the 
basis for granting of credit, and for inde- 
pendent statement of the amount of annual 
income for stockholders—which in many 
cases is a vital element in the value of the 
stockholders’ investment; and in other ways 
the accountant sets forth the nature and ex- 
tent of the financial and economic changes 
that have taken place in the period under 
review. 

It is easy to understand that under such 
circumstances the accounting profession was 
bound to be conservative in its opinions and 
in its principles. This readily accounts for 
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CHESTER M 


EDELMANN 


the development of such practices as inven- 
torying at cost or’ market, whichever is 
lower (never including anticipated profits— 
but on the other hand making provision for 
possible future losses and expenses), and 
showing as deferred income receipts which 
are applicable to a future period as well as 
spreading the cost of certain expenses over 
the entire period to which the expenses re- 
late. 


By “income tax accounting” we mean 
those principles, also developed over a pe- 
riod of years, which have been laid down by 
the Bureau of Internal Revenue and the 
courts for the determination of taxable in- 
come in accordance with applicable income 
tax statutes. 


Book Figures v. Tax Figures 


If we should compare the audited state- 
ments of many of our large corporations 
with their tax returns, we'’should find many 
striking differences. In the extreme, it is 
possible that a book net income will turn 
out to be a loss on the tax return and that 
a net loss on the books may actually be 
converted into a profit for income tax pur- 
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Good Ucoouniling 


Mr. Edelmann is in charge of the Tax Department of H. L. Greene 
Company, Inc., and has been appointed, recently, to the Committee on 


Federal Taxation of the New York Society of CPAs. 


That the gap 


between “Good accounting” and “Income tax accounting” can be closed, 


“by revision of the Code in language so unmistakenly clear,” 


is the 


subject of this article which follows the pattern of a recent address 
before the New York Chapter of the National Association of Cost 
Accountants. 


poses. And there will be many intermediate 
situations. Why is this so? 


To begin with, the accountant in his re- 
port will endeavor to show the results of the 
period—usually the year—after taking into 
consideration not only realized losses but 
also probable losses and expenses. He will 
not prematurely include, as income, receipts 
that are applicable to future years. Gen- 
erally speaking, he will reflect changes in 
capital assets in the income account. It is 
apparent that such a statement cannot be a 
mathematical certainty—it must at best be 
an informed opinion of the accountant, as 
many of the items reflected in income are 
based on judgment-values of inventories— 
reserves for depreciation—reserves for prob- 
able or contingent losses or expenses, etc. 


Now, when the amount of taxable income 
for the same company is to be computed, 
what do we find? Net income for income 
tax purposes is not an amount that is deter- 
mined to a large degree by opinion. It isa 
statutory concept. It is the difference be- 
tween certain enumerated items of gross 
income and certain allowable deductions. 
Thus, Section 21 (a) of the I. R. C. says: 
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“Net income means gross income computed 
under Section 22 less the deductions allowed 
by Section 23.” This is neither the account- 
ing nor economic concept of income and as 
will be shown later has no relationship to 
either. It is more precise and limited. 
There is no assertion or even inference that 
taxable net income is a true approximation 
of income in either the accounting or eco- 
nomic sense. The result has been in some 
instances to tax gross income or gross re- 
ceipts, and in many cases the tax is a tax on 
capital as the taxpayer had no real net in- 
come out of which to pay the tax. 


Two Sets of Records 


Because of the different approaches to the 
determination of income it is readily under- 
stood that there should be many differences 
in the final results. As a matter of fact, with- 
out being facetious, I might point out that 
many taxpayers have two sets of books or 
records—one for their accounting use, and 
the other for tax purposes. There are many 
situations calling for the use of a double 
set of records. 

Aside from the “life” method, there is no 
requirement that the inventory as per books 
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be the same as the inventory on the tax re- 
turn. Different methods may be used. The 
only income tax requirement is that once a 
method has been used, it ordinarily can not 
be changed for tax purposes without the 
approval of the Commissioner. 


Cost Basis of Capital Assets 


Another common situation where the book 
figures and tax figures are quite different is 
in the cost basis of capital assets. Where 
assets have been purchased for cash, they 
ordinarily will be the basis for gain or loss 
and for depreciation. But where property 
has been acquired through merger, consolida- 
tion, reorganization or exchange, usually in- 
volving the issuance of securities either alone 
or with cash, the values set up on the tax- 
payers’ books may be substantially more or 
less than the recognized values for income tax 
purposes. Consequently, in such cases it is 
advisable, particularly for depreciation and 
gain or loss purposes, to keep a supplemen- 
tary record of these assets at their recog- 
nized income tax values. 


Other Differences 


Other situations which result in different 
sets of values are where capital assets are 
charged to expense and no deduction is 
claimed; items charged to expense and disal- 
lowed on the theory that they represent capital 
expenditures; depletion based on discovery 
value instead of cost; reduction in basis 
where gain due to involuntary conversion 
is not taxed; complete liquidation of subsid- 
iary under Section 112 (b) (6) where basis 
of subsidiary is carried over to parent com- 
pany. 


Again the books may reflect profit or 
losses on various transactions involving ex- 
changes or reorganizations, but because 
there is not a complete and final realization 
in the legal sense, the gain or loss is not 
recognized for income tax purposes. 


Other differences arise in situations where 
the fact of the loss or expense is recognized, 
but under the circumstances such deductions 
are not permitted for income tax purposes. 
The limitation on capital losses as provided 
for in Sections 23g and 117 and wash sales 
provisions of Section 23j and losses and ex- 
penses mentioned in Section 24 (b) and (c) 
are examples of these differences. 


Although all income tax acts have assessed 
the tax on the basis of annual returns, the 
necessity of taxing income over a longer 
period of time has resulted in the inclusion 
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in the Code of the two year carryforward 
and carryback of net operating losses. Thus 
the net income for a year as shown by the 
taxpayer’s books may be substantially re- 
duced or even turned into a loss because of 
this provision. 


A constant source of difference between 
the accounting statement and net taxable in- 
come is the requirement in Section 23 (a) (1) 
(A) that, in general, expenses of carrying 
on business must be ordinary and necessary, 
and that the deduction for compensation be 
reasonable, Amounts paid according to bona- 
fide contracts or directors’ resolutions will 
usually satisfy the accountant, but often do 
not meet the required tests prescribed for 
deduction by the Code. Many current interest- 
ing problems involving stock options, payments 
made contrary to Wage and Salary Stabiliza- 
tion regulations, and Contributions to Pension 
and Profit Sharing Trusts, will at once show 
how treatment of these items in the account- 
ing records may be materially different from 
their treatment on the tax return. 


On the Income Side 


On the income side, we have differences 
in the treatment of recoveries with respect 
to losses and deductions taken in prior 
years. Probably due to the exigency of high 
tax rates, Congress added Section 22 (b) (12) 
to the Code in 1942 and under certain condi- 
tions exempted this income from taxation. 
Again, for excess profits tax purposes, in- 
come received or accrued in one year may 
be attributed to other years as provided by 
Section 721 of the Code. 


The above items are just a few of the 
many differences that exist between account- 
ing and tax practice, and no doubt all of 
you will recall others. The essential point 
of these differences is that they are statu- 
tory and can be eliminated or modified only 
by changes in the Code. 


“Good Accounting Practice” and 
“Income Tax Accounting” 


I would like now to point out differences 
between “good accounting practice” and “in- 
come tax accounting” which are not neces- 
sarily statutory but have arisen because of 
the incorrect approach to the sound deter- 
mination of income on the part of the Bureau, 
the Board of Tax Appeals (now the Tax 
Court), and the higher Courts. For bet- 
ter understanding of this subject it is neces- 
sary to trace the development of the income 
tax. 
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History of the Income Tax 


The first income tax was enacted during 
the Civil War. It was abandoned in 1872 
and revived in 1894, but was never effective 
for that year as it was declared unconstitu- 
tional in 1895. In 1909, a Federal Excise 
Tax Act on incomes of corporations was 
passed. Income was determined solely on 
the basis of cash receipts and disbursements. 

The Sixteenth Amendment to the Consti- 
tution of the U. S. was adopted in 1913. 
This gave Congress the power to lay and 
collect taxes on incomes from whatever 
source derived, without apportionment among 
the several states, and without regard to 
any census or enumeration. In 1913 the 
first legal income tax law became a per- 
manent part of our internal revenue system. 


While Congress was given the power to 
tax income from whatever source derived, 
it was not given any yardstick with which 
to measure it. Income was defined in the 
1913 act as follows: “The net income of a 
taxable person shall include gains, profits, 
and income derived from salaries, wages, or 
compensation for personal service of what- 
ever kind and in whatever form paid, or 
from professions, vocations, businesses, trade, 
commerce, or sales or dealings in property, 
whether real or personal, growing out of 
the ownership or use of or interest in real 
or personal property; also from interest, 
rent, dividends, securities or the transaction 
of any lawful business carried on for gain 
or profit, or gains or profits and income de- 
rived from any source whatsoever, including 
income from, but not the value of property 
acquired by gift, bequest, devise or descent; 
provided that the proceeds of life insurance 
policies paid upon the death of the person 
insured or payments made by or credited 
to the insured, on life insurance, endowment 
or annuity contracts, upon the return thereof 
to the insured at the maturity of the term 
mentioned in the contract, or upon surren- 
der of the contract, shall not be included 
as income,” 


The first major interpretation of income 
under the Sixteenth Amendment was made 
by the Supreme Court in Eisner v. Macomber 
(252 U. S. 189, 1920) when it defined in- 
come as “the gain derived from capital, from 
labor or from both combined, provided it be 
understood to include profit gained through 
sale or conversion of capital assets.” 


Three Problems 


Generally speaking there are three funda- 


mental problems involved in an income tax 
Jaw: 
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(1) The definition of income. 


(2) The determination or measurement 
of income. 


(3) The time factor for the measurement 
of income. 


Since there are various concepts as to the 
nature of income, we generally refer to 
income upon which a tax is based as a 
statutory or legal concept. There are no gen- 
erally accepted or well defined principles em- 
ployed in determining income on this basis. 
The amount of taxable income varies with 
the moods and fancies of Congress, the 
Treasury Department and even the public. 
What is taxable income today may not be 
taxable income tomorrow. 


The time factor presents no difficulty, as 
business and political usage have long de- 
creed the year, in most cases the calen- 
dar year, as the most appropriate period 
of time for the measurement of economic 
change. 


Cash Basis v. Accrual Basis 


The most difficult element is the basis for 
measuring the amount of income earned dur- 
ing the yearly period—calendar year or fis- 
cal year. It is safe to say that when the 
1913 act was passed, our lawmakers knew 
little of the basic principles of accounting. 
Consequently, it was natural for them to 
continue the previous method of measuring’ 
income by actual receipts and disburse- 
ments. This basis had, of course, one sub- 
stantial advantage —its simplicity. Even 
Congress could understand it. In a system 
of internal revenue where income taxes are 
a minor element and where rates are low, 
such a basis may be justified. The 1913 act 
determined income solely on the cash basis. 

It was natural to expect that the account- 
ing profession would not be satisfied, for 
even in those days the accrual basis was in 
general use by most representative corpora- 
tions. The accrual basis gained some recog- 
nition in 1916 when its use was permitted 
subject to the approval of the Commissioner. 
In 1918 it was incorporated as a matter of 
right into the Revenue Act of that year and 
has been included in every subsequent act 


and is now a part of the Internal Revenue 
Code. 


Early Supreme Court Approval 
of Accrual Method 

The accounting profession had reason to 
believe it had won a signal victory in hav- 


ing this fundamental method of determining 
income made part of the law. It unques- 
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tionably received recognition by the Supreme 
Court in one of its earliest decisions involv- 
ing the year 1916. In U. S. v. Anderson (269 
U. S. 422, 1926) the court expressed its 
approval of the Commissioner’s regulations 
interpreting the accrual method of account- 
ing (TD 2433, 1917). The regulations stated 
in part, “It will be permissible for corpora- 
tions which accrue on their books monthly 
or at other stated fixed periods, amounts 
sufficient to meet fixed annual or other 
charges, to deduct from their gross income 
amounts so accrued, provided such accruals 
approximate as nearly as possible the actual 
liabilities for which the accruals are made.” 
The Supreme Court said, “A consideration of 
the difficulties involved in the preparation of 
an income account on a strict basis of re- 
ceipts and disbursements for a business of 
any complexity, which had been experienced 
in the application of the acts of 1909 and 
1913 and made it necessary to authorize by 
departmental regulations, a method of pre- 
paring returns not in terms provided for by 
those statutes, indicates with no uncertainty 
the purpose of Sections 12 (a) and 13 (d) of 
the act of 1916. It was to enable taxpayers 
to keep their books and make their returns 
according to scientific accounting principles, 
by charging against income earned during 
the taxable period, the expenses incurred in 
and properly attributable to the process of 
earning income during that period.” Even 
the accounting profession could not have 
stated the theory of the accrual system so 
succinctly! 


This pronouncement of the Supreme Court, 
together with sections of the various revenue 
acts defining methods of accounting, time 
for inclusion of income and time for taking 
deductions and credits, would lead anyone to 
the natural conclusion that income is de- 
termined upon the basis of generally ac- 
cepted accounting principles. Unfortunately, 
history tells us this is not so. Time and 
time again the Bureau, the Board of Tax 
Appeals, The Tax Court, and Circuit Courts 
have rendered opinions and decisions that 
have violated sound accounting theory. 


The Bureau to the Contrary 


Early in income tax history the Bureau 
showed a tendency to adhere as much as 
possible to a legal concept in allowing de- 
ductions. It stated its position in 1922 
(IT 1272) as follows: “There must be an 
actual liability incurred before an amount 
may be accrued. Where a liability has been 
incurred and is uncertain only as to the 
actual amount necessary to discharge it and 
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the actual date on which it must be dis- 
charged, an amount representing a reason- 
able estimate of such liability incurred may 
be set up as an accrual and will consti- 
tute an allowable deduction for Federal in- 
come tax purposes for the taxable year in 
which such liability was actually incurred. 
Where a liability is not incurred until the 
happening of some contingency, such con- 
tingency must happen, of course, before 
there is a liability incurred, and prior to such 
time no amount can be properly accrued in 
respect thereof for income tax purposes.” 


Attitude of BTA 


That the accrual basis of accounting was 
destined for some harsh treatment was also 
evident from the early attitude of the Board 
of Tax Appeals. In Ernest M. Bull (7 BTA 
993, 1927), we find the following language: 
“The word ‘accrue’ has no definitive mean- 
ing but must be interpreted in accordance 
with the statutory requirement that the ac- 
counts must clearly reflect income. A study 
of the multitude of decisions, treatises and 
variously expressed views, and our experi- 
ence in the consideration of many cases pre- 
sented to the Board in which the word is 
either carefully or loosely used, disclosed 
that the word ‘accrue’ is fraught with con- 
fusion because it expresses no certain con- 
cept. In law, it has long been used in 
respect of rights and obligations which are 
said to accrue when they become enforce- 
able. In accounting it may be variously 
used with equal authority to refer to a right 
or liability, fixed in amount, or certain in 
all respects except amount, or to an appor- 
tionment of a right or liability which runs 
hand in hand with a matter on which it de- 
pends, or to reserve in anticipation of an 
event, some times certain and some times 
uncertain. Other connotations will occur but 
these are sufficient to indicate that there is 
little in common among the significations 
recognized. One thing is clear—that the 
word implies the exclusion of ‘received’ or 
‘paid’, or a right or liability discharged. But 
short of this, what is meant when an item is 
accrued depends upon the system of account- 
ing in which it appears and the breadth of 
the accountant’s concept.” 


The result of this attitude on the part of 
the Bureau, the Board of Tax Appeals 
and the Tax Court has been to distort the 
plain meaning of the accounting sections of 
the various income tax acts and the present 
Internal Revenue Code. 


It is this conflict between good accounting 
practice and income tax accounting that I 
wish to discuss at length. These differences 
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are not statutory. An understanding of 
sound accounting principles and their proper 
administration by the Treasury officials 
would have eliminated a great deal of the 
litigation that has ensued. 


Most of the litigation in which there has 
been a clash between the legal and account- 
ing concepts of income has been concerned 
not with the nature of the item but rather 
as to the proper year for the taking of a 
deduction or the inclusion of income. 


Accounting Sections of the Code 


To facilitate the discussion, the present 
accounting sections of the Internal Revenue 
Code will be considered as symbolic of sub- 
stantially similar sections in the prior in- 
come tax acts. The pertinent sections of the 
Code read as follows: 


Section 41—“The net income shall be com- 
puted upon the basis of the taxpayer’s 
annual accounting period (fiscal year or cal- 
endar year as the case may be) in accord- 
ance with the method of accounting regu- 
larly employed in keeping the books of such 
taxpayer; but if no such method of account- 
ing has been so employed, or if the method 
does not clearly reflect the income, the com- 
putation shall be made in accordance with 
such method as in the opinion of the 
Commissioner does clearly reflect income. 

” 

SEcTION 42 (a)—“The amount of all items 
of gross income shall be included in the 
gross income for the taxable year in which 
received by the taxpayer, unless, under 
methods of accounting permitted under Sec- 
tion 41, such amounts are to be properly 
accounted for as of a different period. .. .” 


Section 43—“The deductions and credits 

. provided for in this chapter shall be 
taken for the taxable year in which ‘paid or 
accrued’, dependent upon the method of ac- 
counting upon the basis of which the net 
income is computed, unless in order to 
clearly reflect the income the deductions or 


credits should be taken as of a different 
period.” 


SecTIon 48 (e) —“The terms ‘paid or 
incurred’ and ‘paid or accrued’ shall be con- 
strued according to the method of account- 
ing upon the basis of which the net income is 
computed under this part.” 


The Commissioner’s Regulations 
S 


The Commissioner’s regulations interpret- 
ing these provisions are clear and satisfac- 
tory. Thus Regulations 111, Section 29.41-1, 
reads: “Net income must be computed with 
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‘to his purpose. 


respect to a fixed period. Usually that pe- 
riod is 12 months and is known as the tax- 
able year. Items of income and expenditure 
which as gross income and deductions are 
elements in the computation of net income 
need not be in the form of cash. It is suffi- 
cient that such items, if otherwise included 
in the computation, can be valued in terms 
of money. The time as of when any item 
of gross income or any deduction is to be 
accounted for is to be determined in the 
light of the fundamental rule that the com- 
putation shall be made in such a manner as 
clearly reflects the taxpayer’s income. If 
the method of accounting regularly em- 
ployed by him in keeping his books clearly 
reflects his income, it is to be followed with 
respect to the time as of which gross income 
and deductions are to be accounted for.” 


Regulations 111, Section 29.41-2, says: 
“Approved standard methods of accounting 
will ordinarily be regarded as clearly re- 
flecting income. A method of accounting 
will not however be regarded as clearly re- 
flecting income unless all items of gross in- 
come and all deductions are treated with 
reasonable consistency.” The influence of 
good accounting practice on income tax pro- 
cedure is seen in the mandatory provision 
also contained. in this section. “For in- 
stance in any case in which it is necessary 
to use an inventory, no method of account- 
ing in regard to purchases and sales will 
correctly reflect income except an accrual 
method.” 


Again, Section 29.41-3, provides: “It is 
recognized that no uniform method of ac- 
counting can be prescribed for all taxpayers 
and the law contemplates that each taxpayer 
shall adopt such forms and systems of ac- 
counting as are in his judgment best suited 
Each taxpayer is required 
by law to make a return of true income. 
He must therefore maintain such accounting 
records as will enable him to do so.” 


Both the accounting profession and the 
Internal Revenue Code recognize the two 
general methods for the determination of 
income—the cash basis and the accrual basis. 
This discussion is necessarily limited to the 
application of the accrual basis to the deter- 
mination of taxable net income. 


In the accounting determination of in- 
come, it is often necessary to provide for 
anticipated losses and expenses that may be 
reasonably ascertainable and which experi- 
ence indicates, are likely to occur. The atti- 
tude of the Bureau has been that such items 
are deductible only in the year they become 
definite obligations. It has been generally 
upheld in this position by the Board of Tax 
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Appeals, the Circuit Courts and even the 
Supreme Court. In order not to misrepre- 
sent the attitude of the Bureau, it should be 
noted that a deduction will be allowed in a 
given year even if the amount is not readily 
ascertainable in such year, so long as the 
liability for the payment has actually accrued 
during that year. 


Strict Interpretation by 
Supreme Court 


Excerpts from the leading Supreme Court 
decisions subsequent to the Anderson case 
will show that the court has been very nar- 
row in its interpretations and has given lit- 
tle consideration to accounting theory. In 
Weiss v. Wiener (279 U. S. 333, 1929) we 
find: “The income tax laws do not profess 
to embody perfect economic theory. They 
ignore some things that either a theorist or 
a business man would take into account in 
determining the pecuniary condition of the 
taxpayer. ... It is necessary to look to the 
statute. A taxpayer seeking a deduction 
must be able to point to an applicable stat- 
ute and show that he comes within its 
terms.” 


Later, in Lucas v. American Code Co. (280 
U. S. 455, 1930), the court again announced 
that it approved only a strict reading of the 
statute. The taxpayer therein attempted to 
deduct a provision for a liability incurred in 
1919 when it dismissed an employee under 
a long-term contract. Judgment was not ob- 
tained against the taxpayer until 1922. In 
denying the deduction for 1919, the court 
said: “Generally speaking the income tax 
law is concerned only with realized losses. 
... The prudent business man often sets up 
reserves to cover contingent liabilities. But 
they are not allowable as deductions. The 
reserve set up by the company was of that 
character. It cannot be said that the loss 
actually paid by the company in 1923 was as 
a matter of law or undeniable fact sustained 
in 1919,” 


In Spring City Foundry v. Commissioner 
(292 U. S. 193, 1934), the taxpayer was de- 
nied a deduction for a partially worthless 
debt. In affirming the denial, the court 
used the following language: “Petitioner in- 
sists that good business practice forbade the 
inclusion in the taxpayer’s assets of the ac- 
count receivable in question, or at least the 
part of it which was subsequently found to 
be uncollectible. But that is not the ques- 
tion here. Questions relating to allowable 
deductions under the income tax act are 
quite distinct from matters which pertain to 
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an appropriate showing upon which credit 
is sought.” 


Shortly thereafter, the Supreme Court 
again took the opportunity to stress the 
legal concept of income when in Colonial Ice 
Co. v. Helvering (292 U. S. 435, 1934) it re- 
marked: “The power to tax income like that 
of the new corporation is plain and extends 
to gross income. Whether and to what ex- 
tent deductions shall be allowed depends 
upon legislative grace, and only as there is 
a clear provision therefor can any particular 
deduction be allowed.” This was more or 
less a restatement of its decision in Helver- 
ing v. Independent Life Insurance Co. (291 
U. S. 370, 1934) that “unquestionably Congress 
has the power to condition, limit or deny 
deductions from gross income in order to 
arrive at the net income it chooses to tax.” 


Recent Cases 


This restricted interpretation has been 
continued to the present. Recently, in Dixie 
Pine Products Co. v. Commissioner (320 U. S. 
516, 1944), the Supreme Court settled the 
issue as to the proper year for deducting 
taxes which accrued but which were con- 
tested by the taxpayer. While the sub- 
ject matter involved was a deduction for 
taxes, it would appear that the holding is 
applicable to any type of expense. Taxpayer 
was denied a deduction for an accrued state 
tax which it had contested and which re- 
sulted in litigation that ended in its favor 
in a subsequent year. The court stated, “it 
has long been held that in order truly to 
reflect the income of a given year, all the 
events must occur in that year which fix the 
amount and the fact of the taxpayer’s lia- 
bility for items of indebtedness deducted 
though not paid. Here the taxpayer was 
strenuously contesting liability and at the 
same time deducting the amount of the tax 
on the theory that the state’s éxaction con- 
stituted a fixed and certain liability. This it 
could not do. It must, in the circumstances, 
await the event of the state court litigation 
and might claim a deduction only for the 
taxable year in which its liability for tax 
was finally adjudicated.” 


That disregard of generally accepted prin- 
ciples of accounting can result in glaring 
inequality may be seen from the Supreme 
Court’s decision in Magruder v. Supplee (316 
U. S. 394, 1942). The taxpayers bought real 
estate and attempted to deduct in their re- 
turns such portion of the current year’s real 
estate tax as was applicable to their period 
of ownership. They were allowed no deduc- 
tion because the taxes accrued in a legal 
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sense, prior to the date of purchase. The 
Court used this significant language: “And 
it is misleading to speak of real estate taxes 
as ‘applicable’ to the fractional part of a tax 
period following purchase. Such taxes are 
simply one form cf raising revenue for the 
support of government. They are not like 
rent, nor are they paid for the privilege of 
occupying property for any given period of 
time.” The effect of this decision is to violate 
the fundamentally sound accounting principle 
that the income in a given period should be 
charged with the expense necessary to pro- 
duce or earn such income. If a tax accrues 
on January 1 and the taxpayer acquires the 
property on January 2, he will be required 
to include the rent for the entire year in his 
gross income, but he will not be allowed any 
deduction for real estate taxes even though 
he paid 364/365ths of the year’s tax! 


The Bureau’s View on Deductions 
for Taxes 


While we are on the subject of the deduc- 
tion for taxes, I think it is well to point out 
that the Bureau’s attitude toward this de- 
duction has been one of the most vicious 
departures from sound accounting practice. 
It has taken the position that a tax expense 
does not accrue ratably over the entire year 
but on a legalistic basis accrues on some 
particular date during the year. Thus, prop- 
erty taxes have been held to accrue gener- 
ally on the assessment date; license and 
franchise taxes on the date on which liabil- 
ity for the tax accrues, etc. The deduction 
is allowable, on the accrual basis, not for 
the period covered by the tax, but in the 
year in which falls the accrual date. For 
example, if the assessment date for a prop- 
erty tax is November 1, 1944, and the tax 
covers the calendar year 1945 and is paid 
in 1945, it is an allowable deduction for 1944 
because that is the year which includes 
November 1, 1944. Although the tax is a 
proper accounting charge against 1945 in- 
come, it is not deductible in 1945. 


It is true that the Bureau has been over- 
ruled in many cases, but not as to the prin- 
ciple involved—the only difference being 
that the Board or Court decided that a dif- 
ferent date was the proper accrual date. 
The basic principle that a tax should be de- 
ducted in the year to which it relates has 
not been applied. Carried to its logical con- 
clusion, this theory has resulted in the ridicu- 
lous and inequitable situation that was 
approved of in Magruder v. Supplee, which 
has already been referred to. 
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Because of its inflexible rule of allowing 
deductions on a legalistic basis (there must 
always be a legal rather than a practical 
liability), the Bureau has not permitted de- 
ductions of the following items: 


Reserve for cash discounts on outstand- 
ing accounts receivable. 

Reserve for bonuses where there is no 
legal obligation to pay same. 

Reserve for contested expenses. 

Reserve for future maintenance on build- 
ing contracts. 


Reserve for guaranty of work done in 
taxable year. 


Reserve for return sales, rebates, etc. 
Reserve for damages, claims, judgments. 
Reserve for commission refunds. 


Oddly enough, Regulations 111, Section 
29.42-5, permits the deduction for the esti- 
mated cost of redeeming trading stamps or 
premium coupons issued by a taxpayer in 
connection with his regular sales, such de- 
duction being based on the taxpayer’s expe- 
rience or the experience of others in similiar 
business. 


The “Unless” Clause of Section 43 


In 1944, for the first time, the Supreme 
Court passed upon the “unless” clause of 
Section 43. In the minds of the accounting 
profession this section was regarded as a 
form of equitable relief. It was thought to 
mean that if a loss or expense was incurred 
in one year that related to the income of a 
different year, the deduction could be taken 
in such other year if such change would re- 
flect more accurately the income. 


This theory was advanced by the taxpayer 
in the Security Flour Mills case (321 U. S. 
281, 1944) when it attempted to deduct in 
1935 refunds of processing tax paid to its 
vendees in 1936, 1937 and 1938. In reject- 
ing this interpretation of Section 43, the 
Court said: “It is clear that the purpose of 
inserting the qualifying clause was to take 
care of fixed liabilities payable in fixed in- 
stallments over a series of years. For ex- 
ample a tenant would not be compelled to 
accrue in the first year of a lease the rental 
liability covering the entire term, nor would 
he be permitted, if he saw fit to pay all the 
rent in advance, to deduct the whole pay- 
ment as an expense in the current year. But 
we think it was not intended to upset the 
well-understood and consistently applied 
doctrine that cash receipts or matured ac- 
counts due on the one hand, and cash pay- 
ments or accrued definite obligations on the 
other, should not be taken out of the annual 
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accounting system, and for the benefit of the 
government or the taxpayer treated on a 
basis which is neither a cash nor accrual 
basis, because to do so would in a given 
instance work a supposedly more equitable 
result to the government or to the taxpayer. 
... All the revenue acts since the adoption 
of the Sixteenth Amendment have uniformly 
assessed the tax on the basis of annual 
returns showing the net result of all the tax- 
payer’s transactions during a fixed account- 
ing period. ... This legal principle has 
often been stated and applied. The uniform 
result has been denial both to the government 
and to the taxpayer of the privilege of allo- 
cating income or outgo to a year other than 
the year of actual receipt or payment, or 
applying the accrual basis, the year in which 
the right to receive or the obligation to pay 
has become final and definite in amount.” 


Despite the recognition of the accrual 
basis since 1918, the tendency has been to 
limit deductions and include income on a 
cash basis, wherever possible. We have al- 
ready seen that this is so as far as the de- 
duction for losses and expenses is concerned. 
We shall now see that this policy, without 
any logical basis whatsoever, has been pur- 
sued by the Bureau and the Board of Tax 
Appeals, the Tax Court, Circuit Courts and 
even our Supreme Court, in taxing advance 
income in the year of receipt. 


Taxing Advance Income in Year 
of Receipt 


Two Supreme Court decisions have forti- 
fied the Bureau in its position. In North 
American Oil Consolidated v. Burnet (286 
U. S. 417, 1932), the taxpayer received in- 
come in 1917, its right to which was dis- 
puted. The litigation was terminated in its 
favor in 1922. The Court held that the in- 
come was taxable in the year 1917. The 
following language in the opinion has been 
quoted time and time again to justify the 
Bureau’s position in taxing advance income 
on a cash basis: “If a taxpayer receives 
earnings under a claim of right and without 
restriction as to its disposition, he has re- 
ceived income which he is required to re- 
turn even though it may still be claimed 
that he is not entitled to retain the money 
and even though he may still be adjudged 
liable to restore its equivalent.” Such a 
concept is repugnant to all sound principles 
of accounting and is certainly contrary to 
the Court’s earlier theory expressed in 
Lucas v. American Code Co. that “generally 
speaking the income tax law is concerned 
... With realized gain”. 





We find that the Bureau’s policy amounts 
to burning the taxpayer’s candle at both 
ends. On the accrual basis, he must in- 
clude disputed income in the year of receipt 
irrespective of the actual outcome, and he 
can not deduct expenses which are in litiga- 
tion. 


An Unrepresentative Case 


The most nearly corresponding decision 
upon which the taxation of advance income is 
based is the only Supreme Court case of its 
nature—Brown v. Helvering (291 U. S. 292, 
1934). Here the taxpayer, a general agent, re- 
ceived commissions on policies with a life of 
more than one year, If a three-year policy 
was canceled, the taxpayer was obliged to re- 
fund a pro rata part of the commission to the 
insurance company he represented. The tax- 
payer at all times was on the accrual basis 
and treated as income the commission as re- 
ceived, irrespective of the life of the policy, 
and deducted as expense the loss of com- 
mission in the year in which a policy was 
canceled. In 1923, however, the taxpayer 
for the first time charged to expense a pro- 
vision for estimated losses of return com- 
missions, based on his experience in the 
prior five years, and this method of report- 
ing was used from 1923 on. The court de- 
nied the deduction of the reserve and held 
the commissions were taxable in full in the 
year of receipt. It said: “When received, 
the agent’s right to it was absolute. It was 
under no restriction, contractual or other- 
wise, as to its disposition, use or enjoy- 
ment.” The court further pointed out that 
one of the reasons for its holding was that, 
as found by the Board of Tax Appeals, there 
were no services to be rendered by the tax- 
payer in the future in order to earn the 
commissions. 


It is most unfortunate for taxpayers that 
this was the only case of its type that was 
ever presented to the Supreme Court be- 
cause it is not truly representative of the 
situation sought to be clarified, namely the 
proper year of taxability of the receipt of 
advance income on the accrual basis. In the 
first place, the taxpayer Brown had previ- 
ously always included the commissions in 
the year of receipt and therefore could not 
plead a consistent accounting policy. In the 
second place, the essential. difference be- 
tween the Brown case and others is that 
Brown had nothing further to do to earn 
the income. All that might happen in the 
future was that if a policy were canceled, 
his income would have been reduced, but as 
to the income finally retained, he was not 
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required to render any services or incur any 
expense after the year of receipt. 


Undoubtedly this decision strengthened 
the Bureau in its policy of taxing advance 
income in the year of receipt. The Bureau 
has been consistently upheld in this policy 
by the Board of Tax Appeals, the Tax 
Court and Circuit Courts. - 


In 1940 the Bureau made an exception to 
its long established policy, and in IT 3369 
it permitted publishing concerns to prorate 
subscription income over the life of the sub- 
scription provided that the expenses in con- 
nection with such income were likewise 
spread over the term of the subscription. 
As far as I know this is the only exception 
and there does not appear to be any logic 
for making it. 


Some Representative Cases 


The following is a representative list of 
cases holding that advance income is tax- 
able in the year of receipt: 


Item 

C. H. Mead Coal Company 

31 BTA 190 Rent 
Pioneer Automobile Service 

36 BTA 213 Motor service 
E. B. Elliott Co. 

45 BTA 82 Advertising 
Hirsch Improvement Co. 

Memo BTA 10/6/42 Rent 
South Tacoma Motor Co. 

3 TC 411 Coupon books 


for service 
Your Health Club 


4 TC 385 Health service 


In all the above cases, the receipt of ad- 
vance income was consistently treated on 
the accrual basis in accordance with ac- 
cepted principles of accounting where the 
income was deferred until the period in 
which it was actually earned. This was not 
the situation in the Brown case. 


In all of the above cases the taxpayers 
were obligated to render future services and 
to incur future expenses in order to earn the 
income they received. This was not the 
situation in the Brown case. 


It should be borne in mind that in these 
cases the taxpayers were not attempting to 
set up a reserve for future expenses ex- 
pected to be incurred in the earning of the 
income. They claimed that under the method 
of accounting consistently applied, part or all 
of the receipt was not in fact income and 
therefore was not taxable. 
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Section 42 (a) 


Even considering the clear import of the 
Supreme Court’s decision that to get any 
benefit you must be able to point to some 
section of the law and show that you came 
within its scope, I firmly believe that Section 
42 (a) specifically permits taxpayers on the 
accrual basis to include advance income in 
the year in which earned rather than in the 
year in which received. This section pro- 
vides in part that “the amount of all items 
of gross income shall be included in the 
gross income for the taxable year in which 
received by the taxpayer, unless under methods 
of accounting permitted under Section 41, 
any such amounts are to be properly ac- 
counted for as of a different period.” 


However, in South Dade Farms, Inc. v. 
Commissioner (138 F. (2d) 818, 1943), the 
Circuit Court of Appeals dismissed such an 
argument with the profound conclusion that 
Section 41 required that the method of ac- 
counting should clearly reflect income, not 
net earnings. When learned judges are ap- 
parently confused about what is a’ simple 
and understandable provision, even to the 
business man, then it is time to press for 
relief, 


What Relief? 


What relief can be expected and from 
whom? Will the Bureau change its posi- 
tion? There certainly has been no recent 
indication of this. Will the Tax Court 
change its position? All cases decided in 
1943, 1944 and 1945 have uniformly upheld 
the Bureau. Will the courts change their 
position? No recent case has been decided 
in favor of the taxpayer. Will the Supreme 
Court change its position? This is not easy 
to predict since it has not decided a similar 
case in over ten years, and in view of the 
fact that there are no conflicting circuit 
court decisions it may be many years before 
the Supreme Court will be called upon to 
resolve such a conflict. There are, however, 
two basic reasons why I believe no relief is 
likely to be received from the Supreme 
Court. 


In the first place, the existing attitude of 
the Court has been less favorable than in 
the past as far as construction of income 
tax statutes is concerned. For example, in 
1918 (Gould v. Gould, 245 U. S. 151) it had 
this to say: “In the interpretation of stat- 
utes levying taxes it is the established rule 
not to extend the provisions by implication 
beyond the clear import of the language 
used, or to enlarge their operations so as to 
embrace matters not specifically pointed out. 
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In case of doubt they are to be construed 
most strongly against the- government and 
in favor of the citizen.” But this is what 
it said in 1938 (White v. U. S., 305 U. S. 
281): “We are not impressed by the argu- 
ment that as the question here described is 
doubtful all doubt should be resolved in 
favor of the taxpayer. It is the function and 
duty of the courts to resolve doubts. We 
know of no reason why that function should 
be abdicated in a tax case more than in any 
other where the rights of suitors turn on 
the construction of a statute, and it is our 
duty to decide what that construction fairly 
should be.” 


In the second place and more important, 
the attitude of the Supreme Court respect- 
ing the finality of the Tax Court’s decisions 
regarding matters of proper accounting, as 
announced in the now famous Dobson case 
(320 U. S. 489, 1943), makes it certain that 
it would not overrule the attitude of the 
Tax Court on the treatment of advance in- 
come. Referring to the Tax Court’s func- 
tion as a fact finding body particularly 
regarding accounting determinations, the 
Supreme Court said: “Congress has in- 
vested the Tax Court with the primary 
authority for the redetermination of defi- 
ciencies which constitute the greater part of 
tax litigation. This requires it to consider 
both the law and facts. Whatever latitude 
exists in resolving questions such as those 
of proper accounting, treating a series of 
transactions as one for tax purposes, or 
treating apparently separate ones as single 
in their tax consequences, exists in the Tax 
Court and not in the regular Courts; when 
the Court cannot separate the elements of a 
decision so as to identify a clear cut mis- 
take of law the decision of the Tax Court 
must stand.” 


This principle has been recently reas- 
serted by the Supreme Court in W. G. Choate 
v. Commissioner (1/29/45), Commissioner v. 
Smith (2/26/45), Commissioner v. Estate Bed- 
ford (5/21/45), and Bingham v. Commissioner 
(6/4/45). 


While the doctrine of the Dobson case and 
its application are worthy of at least one 
separate discussion, and although the Su- 
preme Court itself does not seem to be 
unanimous in what it means, it should be 
evident that the Supreme Court would apply 
it to a question as to the proper year of 
taxing the receipt of advance income. It 
certainly is strictly a matter of proper ac- 
counting procedure and the opinion of the 
Tax Court would most certainly be upheld. 
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Revision of the Code Necessary 


We can not expect relief from the Bureau, 
the Tax Court or the Supreme Court. The 
distortion of sound accounting principles for 
the past twenty-five years can only be ac- 
complished by revision of the Code in lan- 
guage so unmistakably clear that even the 
Tax Court will follow it. 


Nor will this be the first time that legis- 
lative relief was necessary to counteract 
harsh judicial interpretation. When the courts 
held that all refunds of previously deducted 
expenses were income in the year of receipt, 
even though the original deduction may not 
have resulted in any tax benefit, the law 
was amended in 1942 by the addition of 
Sections 128 and 22(b)(12). Again, the deci- 
sion of the Supreme Court in Helvering v. 
Stuart (317 U. S. 154, 1942), involving main- 
tenance trusts, was so inequitable that even 
the Bureau did not follow it, and a new 
Section 167(c) was added to the Code to 
overcome it. Undoubtedly other similar situ- 
ations could be cited. 


A thorough overhauling of the Code is 
advisable for other reasons. Strictly speak- 
ing, as the law now reads, there is neither 
a true cash nor accrual system permitted by 
the Code. Even on the accrual basis, many 
items are deductible only on a cash basis, 
such as contributions, payments to a pension 
fund, expenses being contested or litigated, 
provisions for expenses or losses reasonably 
ascertainable, and special treatment of ad- 
vertising expenditures. 


On the other hand, cash-basis taxpayers 
are taxed on the accrual basis with respect 
to such items as non-interest bearing obli- 
gations issued at a discount (War Bonds for 
example); insurance premiums and many 
other expenditures where the period of 
benefit is more than one year; premium on 
the sale of bonds spread over life of bonds; 
expenses paid for future services or benefits 
deductible not when paid but in a future 
period to which the expenditure relates. No 
doubt other inconsistencies in the accrual 
and cash basis will occur to you. 


In the process of overhauling the Code, 
and in restating the clear intendment of Sec- 
tions 41, 42 and 43, I believe that the follow- 
ing expression of policy will avoid much 
irritation, litigation and grief in the future. 
“Except as may be specifically prohibited or 
limited by any other section of the Code, the 
time for inclusion of income or the taking of 
any deduction or credit shall be determined in 
accordance with generally accepted princi- 
ples of accounting, applicable in the circum- 
stances, and in accordance with the method 
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of accounting regularly employed by the may be universally accepted. The nature of 

taxpayer.” income intended to be taxed under the Six- 

teenth Amendment should be reexamined in 

A Challenge to Accountants the light of more than thirty years’ experi- 

ence with our tax laws and the varying 

This is a challenge to the accountants to economic changes that have taken place in 
resolve whatever differences may exist and that time. 


adopt a set of principles and definitions that [The End] 





Deductions for Pension Plans 


Section 23 (p) of the Internal Revenue Code authorizes the deduction for 
federal income tax purposes of amounts paid to a trust forming part of a stock 
bonus, pension, profit-sharing or annuity plan. This plan must be established by 
an employer for the exclusive benefit of his employees. Most states have followed 
federal rule and granted like deductions. 


The states of Alabama, California, Minnesota, North Carolina and Wisconsin 
have specifically exempted the income of such trusts from taxation in line with 
Section 165 of the Internal Revenue Code. The District of Columbia follows. federal 
procedure insofar as permissible under provisions of the District law. South 
Carolina allows deductions if the trust is irrevocable but the Tax Commission retains 
the right to pass upon the validity of the deduction for contributions to the pension 
trust. In Wisconsin contributions are deductible if payments are made by an em- 


ployer into an irrevocable trust and such payments constitute ordinary and necessary 
expenses. 


The following is a tabulation of states allowing or disallowing deductions for 
contributions by employers to such pension or profit-sharing plans: 


Alabama ............0.....Deduetible. Minnesota =..:.......... 1s. Déductile 
Arizona Be Deductible Mississippi ............Not Deductible 
California ... ..Deductible Montana Deductible 
Colorado . Deductible New Mexico Deductible 
Connecticut Deductible New York Deductible 
Delaware pee cucvseccees.s WedRCHBIe “North Carolina Deductible 
Idaho . Not Deductible North Dakota Deductible 
Iowa .... Deductible Oklahoma Deductible 
Kansas Deductible Deductible 
Kentucky Deductible Pennsylvania Deductible 
Louisiana Deductible Deductible 
Maryland - EE 
Massachusetts ....... .. Deductible : 
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STATE AVIATION 


By SEWARD B. SNELL 


Mr. Snell’s article is the result of a program of graduate studies on the economic 
effects of taxation directed by Dr. Carl Shoup of the Department of Economics, 


FUEL TAXATION 


Columbia University. Under investigation here are the economic effects of motor 


fuel taxes levied by the states against aviation gasoline. 


Mr. Snell considers 


(1) the equity of the taxes and the amount of benefit received in return and 
(2) the methods of avoidance and minimization of tax liability together with the 


| epdeteer sage in and a knowledge of airline 
taxation have become increasingly im- 
portant with the present, as well as the 
expected, advances in the activities and ex- 
tent of commercial airline operations. This 
interest is further keynoted by recent Con- 
gressional action providing for intensive 
study of the situation by a group of na- 
tionally known federal and state tax men. 
Their opinions, together with the conclu- 
sions of the investigating force, have just 
been published by the Civil Aeronautics 
Board.* 


One tax in particular that this investiga- 
tion calls attention to is the motor fuel tax 
levied by the states against aviation gasoline. 
This article is a study of the economic as- 
pects of these taxes as paid by the airlines. 
The topic is examined from two standpoints. 
First, from the view of the equity of the 
taxes and amount of benefit received in 
return. Second, the devices of avoidance 
and minimization of tax liability are treated 
together with the subsequent effect of these 
subterfuges on airline operations and services. 


In answer to the first problem posed, a 
definite conclusion may be reached con- 
cerning the reasonableness of the tax, par- 
ticularly when weighed in conjunction with 
the disposition of the revenues. In the 
nebulous area of the second situation, less 
positive answers are arrived at, but it is 
fairly certain that gasoline taxes have less 
effect on route service and operations than 





1 Civil Aeronautics Board, Multiple Taxation 
of Air Commerce, Washington, D. C., 1945. 
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effects of these subterfuges on airline operations and services. 





would first appear. One of the chief obser- 
vations that may be stated is that specific 
charges concerning the effects of airline 
taxes are more easily quoted than proof 


of them is established. Also, any denial 
or substantiation of the effects of fuel 
taxes on air service can be made only by 
extremely close inspection. Because of the 
great disparity of revenue and operating fac- 
tors effecting each flight, it is seldom that 
two of them may be said to be exactly alike. 
No categorical conclusions on the problem 
may be drawn from hearsay practices or 
customs prevailing on one or two routes or 
flights. 
I 


History of Motor Fuel Taxes 


To begin with, let us review shortly the 
history of motor fuel taxes, for present day 
taxes on aviation gasoline are merely an 
outgrowth of motor fuel taxes originally 
designed as levies on highway users. In 
those states now taxing aircraft fuels, the 
taxing power has been derived principally 
by the simple expedient of statutory in- 
terpretations in regard to already existing 
laws taxing gasoline. That is, airplane users 
of gasoline have been judged subject to the 
law by virtue of the fact that an airplane 
consumes gasoline in flying operations. As 
the years passed and the airlines gradually 
grew in size and increased the scope of their 
operations, thus becoming liable to a num- 
ber of state motor fuel laws instead of just 
one, and the rates of the taxes grew greater, 
protest was lodged and relief sought. 
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Certain states, readily recognizing the in- 
equity of taxing air carriers by means of a 
benefit tax expressly designed to finance 
highway construction programs, imme- 
diately proclaimed the consumption of gaso- 
line in the air operations to be either tax 
exempt, or entitled to refund provisions of 
various types. Other states preferred to 
recognize that aviation gasoline was a fuel 
consumed by airplanes, thus having no re- 
lationship to highway usage, and sought to 
solve the problem by instituting a special 
tax applicable to aviation gasoline alone as 
separate and distinct from taxes on other 
types of motor fuels. This variegated tax 
was set at a certain fraction of the standard 
gasoline tax rate for the particular state in 
question. A few states refused, and still 
refuse to relieve air carriers from their gen- 
eral gasoline tariff, or to mitigate any part 
of the tax. 


Theoretical Justification of the Tax 


The justification for a tax on motor fuels 
has been found in the benefit theory of taxa- 
tion with the underlying premise that those 
persons who benefited most directly from 
the use of the facility should logically be 
the ones to pay the largest part of its cost. 
This reasoning arose with the tremendous 
increase in the popularity of the autontobile 
in the twenties. Together with the mass- 
produced auto came an ever increasing de- 
mand for a newer and a better grade of 
highways. The old benefit district scheme 
of financing roads entirely from levies con- 
fined to a certain area was recognized as 
inadequate since the sphere of travel was 
greatly expanded from that limited circum- 
ference previously existing, and persons 
heretofore completely divorced from a par- 
ticular district now became frequent visitors. 
Thus, the people living in a single region 
did not entirely secure the undivided bene- 
fits of anew road system. Many people not 
living immediately adjacent to the roads 
were profiting by them and the suggestion 
was made that the persons using the roads 
should be made to pay for them. 

License fees for motor cars were in- 
creased and the funds secured in this man- 
ner were devoted to highway purposes. But 
there is a definite limit to the fair increase 
of license fees. If such fees are placed too 
high, they become an unduly heavy burden 
on motorists using their vehicles relatively 
little, and too light a one on those operating 
their cars more frequently. A tax on gaso- 
line measures far more accurately than a 
flat license fee the wear and tear on a high- 
way from an automobile passing over that 


State Aviation Fuel Taxation 


road, because the amount of gasoline con- 
sumed by a car bears a very close relation- 
ship to the weight of the car, the speed at 
which it is traveling, and the total number 
of miles traveled. Furthermore, there is a 
high degree of correlation between these 
factors and the actual physical depreciation 
of the road.’ 


Arguments in Favor of the Tax 


From the viewpoint of the government, a 
tax on gasoline is popular because it is both 
easy to collect and relatively inexpensive to 
administer. Today the cost of executing 
gasoline tax laws is lower than that of any 
other major state or local tax, the cost being 
less than a half of one per cent in about 
half of the states, and less than one per cent 
in almost all of the states.* Besides the 
desirability of a gasoline tax from the stand- 
point that it exacts a contribution from the 
non-resident traveler in rough proportion to 
his use of the road, it is also acceptable 
because it is a uniform producer of revenue. 
Inasmuch as gasoline is fairly inelastic as a 
commodity, a tax on it may be depended 
upon in poor as well as good years to yield 
consistent funds in substantial amounts.‘ 


The chief arguments in favor of the tax 
from the viewpoint of the taxpayer is the 
high degree of benefit he receives from the 
tax he pays. His contribution is in most 
cases turned over to a special fund, out of 
which are paid sums for the construction 
of additional highways and for the mainte- 
nance of old ones. In keeping with the 
second canon of Adam Smith, it is certain. 
It is convenient to pay, as the tax is paid a 
little at a time, at each purchase of gasoline. 
Hence, it is not felt as keenly as a lump- 
sum road assessment would be. A motor 
fuel tax fosters engineering research and 
stimulates the development of small light- 
weight vehicles with an extremely efficient 
power plant so as to use a minimum of fuel 
and to gain the greatest utilization per gal- 
lon out of that gasoline which is consumed. 
This is of particular importance for two 
more reasons. The operator of an ineff- 
cient unit is penalized, and the conservation 
of our petroleum reserves is given encour- 
agement. It has also been claimed for the 
tax that it helps to equalize the disparities of 


2? Learned, ‘‘State Gasoline Taxes,’’ Bulletin of 
the University of Kansas, Volume III, Number 
4, 1925, p. 9. 

3 Twentieth Century Fund, Facing the Tax 
Problem, New York, 1937, p. 339. 


4 Groves, Financing Government, Henry Holt 
Co. New York, 1939, p. 354. 
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operation costs between various forms of 
transportation.® 


As Applied to Airline Operations 


Let us now examine these arguments for 
the gasoline tax as applied to motor vehicles 
in the light of conditions affecting airline 
operations. The first question that comes to 
mind here is whether or not a fuel tax on 
aviation gasoline is a benefit tax. To ascertain 
this, we must look into the existing state 
regulations with regard to the taxation of 
motor fuel and the manner in which the 
proceeds therefrom are utilized. This is a 
large project, so the answer is delayed until 
later in favor of replies to the other argu- 
ments pro motor fuel taxation. 


The second proposition, ease and conveni- 
ence of payment, is just as applicable to 
commercial airline operation. While the 
total tax bill may be larger than that of the 
individual motorist, it is a small burden in 
proportion to the total number of gallons 
of gasoline purchased. The tax is paid at 
the time of sale, or in some cases, at the 
time of usage of the fuel, and is not a lump- 
sum obligation just once a year. 


The argument in favor of maximum engi- 
neering efficiency is a strong one when ap- 
plied to aircraft operation, for the range a 
plane may travel and the speed at which it 
may do so are limited only by the power 
of its engines and the fuel load it must 
carry. The more efficient its engines, the 
wider is the plane’s scope of opérations per 
gallon of fuel expended, and consequently 
the less gas it must need for each mile of 
flight and the longer it may stay aloft. 
Thus the way is opened for fast transconti- 
nental schedules. But demands for such 
technical efficiencies are occasioned by many 
other considerations of greater importance 
to the airline, so that it is doubtful that 
the tax rate on aviation gasoline is anything 
more than of incidental significance in the 
designing of a new engine, or the purchase 
of a new type aircraft. It would have to be 
an extremely high tax that could influence 
to a very large extent the design or con- 
struction of aircraft. 


While it is true that motor fuel constitutes 
nearly a third of the total cost of aircraft 
operating expense and that economies in this 
charge are constantly being sought by en- 
gine redesigning, savings accruing through 
reductions in fuel taxes are only an indirect 
consequence. In 1943 the total operating 
cost of all the airlines operating in the 





5 Learned, op. cit., pp. 11-15. 





United States was $94,164,000. Of this sum 
$9,353,000 represented fuel costs. Federal 
and state taxes on gasoline were $1,772,687 
in the same period. Thus fuel taxes were 
1.92% of total operating costs and 18.09% 
of fuel costs. Hence, these taxes, while a 
sizeable share of fuel costs, are not a pre- 
dominating factor in overall operating costs 
of the airlines. 


The argument based on the conservation 
factor might be answered by saying that 
if we are dependent upon an exhaustible 
resource, why not recognize the fact fairly 
and squarely and take the proper steps 
toward preparing for the ultimate depletion 
of our petroleum reserves, rather than find- 
ing temporary surcease from the problem 
by refusing to face the inevitable? Cer- 
tainly the automobile and the airplane are 
not to be abandoned when our store of 
petroleum is depleted. So why not start re- 
search on substitute fuels now and be ade- 


quately equipped to meet this exigency 
when it arises? 


With reference to the last argument in 
favor of motor fuel taxation, that of equality 
of transportation costs between common 
carriers, the Interstate Commerce Commis- 
sion believes that taxation is a most impor- 
tant factor in determining whether or not 
conditions of competition are to be fair; 
but whether they are now fair, or whether 
such equality is the result of taxation, is not 
clearly demonstrable.’ It must also be obvi- 
ous that no one factor such as taxation could 
possibly make uniform the tremendous in- 
equalities inherently existing between various 
types of carriers, Within just one particular 
class alone there are many situations of natural 
advantage that could never conceivably be 
rectified by a single tax statute. Further- 
more, even if we were to assume such an 
achievement within attainment, the advis- 
ability of such a program of action, when 
considered in the best interests of society, 
is of questionable merit. 


From the above we have seen that a tax 
on aviation gasoline is hardly defensible on 
the grounds of three out of four of the minor 
arguments usually made in defense of motor 
fuel taxation. The factors which justify the 
fuel tax of highway vehicles are significantly 
absent in the state taxation of aviation 
motor fuel.® 





® Civil Aeronautics Board, op. cit. Appendix 
II, pp. 75-85. 

™Interstate Commerce Commission, Coordina- 
tion of Motor Transportation, Docket No. 23400, 
Washington, D. C., 1932, p. 374. 


8 Civil Aeronautics Board, op. cit., p. 63. 
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II 


State Statutes on the Taxing of 
Motor Fuel 


Examination of existing state statutes 
with regard to the taxation of motor fuel 
reveals that twenty-five of the forty-eight 
states either wholly exempt or refund their 
state motor fuel taxes when such gasoline 
is consumed by aircraft. These states are: 
Arizona, Arkansas, California, Colorado, 
Connecticut, Delaware, Florida, Illinois, 
Indiana, Iowa, Kansas, Maryland, Massa- 
chusetts, Minnesota, Missouri, Nevada, New 
Hampshire, New Jersey, New Mexico, New 
York, North Carolina, North Dakota, Wash- 
ington, West Virginia, Wisconsin, and the 
District of Columbia. 

Of the remaining twenty-two states tax- 
ing fuel, six of them, Maine, South Carolina, 
South Dakota, Tennessee, Utah and Ver- 
mont, directly benefit air travel by earmark- 
ing the proceeds of such taxes as they levy 
on airplane gasoline for special aviation 
funds to be drawn on for aeronautical pur- 
poses only.° 

In the State of Maine, the chief portion 
of these revenues is used to assist local gov- 
ernments in snow removal work on local 
airports. South Carolina and Utah employ 
their aviation funds for the establishment 
and operation of public airports, flight 
strips (a small landing area usually con- 
structed in close proximity to a highway 
and used for small or light aircraft of the 
“jalopy” size), and navigational aids. South 
Dakota returns its gasoline tax collections 
to the airport of original sale for the up- 
keep of that field. 


Vermont is singular in its support of 
aviation and air commerce. It makes an 
annual appropriation of six thousand dollars 
to the Aeronautical Division for expenditure, 
under the direction of the Commissioner of 
Motor Vehicles and the Aeronautical Ad- 
visory Board, on aviation facilities. This 
sum comes out of a fund produced by motor 
vehicle registrations and the state gas tax, 
both highway and aviation motor fuels being 
lumped together for this purpose. Hence, 
no discernible advantage to aviation, in pro- 
portion to motor fuel taxes paid by the air 
carriers, is directly traceable or assignable 
in this instance. But, obviously enough, 
some element of benefit must be presumed 
to be present. This conclusion is sustained 
by the fact that the State of Vermont has, 
since 1942, been appropriating certain sums of 


®See below for a slight qualification of this 
in the case of Vermont. 


State Aviation Fuel Taxation 


money annually to aid municipal govern- 
ments in the acquisition of land for aviation 


purposes on a dollar-for-dollar matching 
basis.” 


A System of Partial Refunds 


Eight states, namely, Michigan, Mississippi, 
Montana, Ohio, Oklahoma, Oregon, Virginia, 
and Wyoming, resort to a complex system 
of partial refunds. Two of them, Michigan 
and Virginia, vary the refund depending on 
whether the fuel was consumed in inter or 
intra state commerce. The State of Michi- 
gan, for example, refunds one-half of its 
motor fuel levy on aviation gas in the case 
of interstate operations, and earmarks the 
remainder, together with the entire gas tax 
in the case of intrastate trips, for the state 
aeronautics fund. In the Commonwealth 
of Virginia, a full refund of the motor fuel 
tax is granted when such fuel is expended 
outside the commonwealth in interstate com- 
merce. For intrastate trips, as well as those 
parts of interstate flights which take place 
within the confines of Virginia, only two- 
fifths of the state rate is abated, and the 
remaining three-fifths is placed in a fund 
specifically reserved for the use of the Com- 
monwealth’s Corporation Commission in the 
administration of laws pertaining to aviation. 

Mississippi refunds five-sixths of its gaso- 
line tax and turns one-sixth into the state 
highway fund. Montana returns four-fifths 
of her tax and retains one-fifth for the state 
aeronautical fund. Ohio refunds three- 
quarters of the tax on aviation gasoline and 
places the remaining one-quarter in the state’s 
general fund. The State of Oklahoma ex- 
empts motor fuel used in aircraft from 
eleven-fifteenths of the tax levied on gaso- 
line, and assigns the remaining four-fifteenths 
to a general fund. In this state, statutory 
power has been conferred on the state high- 
way commission to establish and maintain 
flight strips. A provision in the motor fuel 
tax law of Oregon makes possible the re- 
funding of four-fifths of the state gasoline 
tax to the airlines, and allocates the other 
one-fifth to a fund for aeronautical expen- 
ditures. In Wyoming, one-half of the state 
gas tax is refunded to air line operators. 
The other portion of the tax is of direct 
benefit to the taxpayer since all monies thus 
collected are paid back to the city, town, 
village, or county where the transaction took 
place in order to help defray the cost of 
maintenance and operation of its flying field. 


10 Air Transport Association, ‘‘State Laws Re- 
lating to Airports, Airport Zoning, Air Naviga- 
tion Facilities in Effect July 1, 1944,’’ Washing- 
ton, D. C., 1944. 
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Taxes Divided Between Air 
and Non-air Uses 


Those states dividing the fuel taxes col- 
lected on the sale of aviation gasoline between 
a fund for aeronautical purposes of direct 
benefit to aviation and non-air uses are 
Idaho, Louisiana, and Nebraska. 


Approximately one-half of Idaho’s tax 
goes to an aeronautics fund to cover appro- 
priations for airports, landing fields, and 
certain aids to navigation. Nebraska divides 
its motor fuel tax by marking eighty per 
cent of its total receipts for the state aviation 
fund, the remaining twenty per cent going 
to the state assistance fund. Louisiana’s 
gasoline tax is divided so that five-sevenths 
of it goes to the state highway fund. Ten- 
twentieths of one-seventh goes to the state 
board of education, nine-twentieths to the 
Port of New Orleans, one-seventh is granted 
to the parishes of the state to be used for 
public purposes. The benefit accruing to 
aviation through the payment of this tax is 
difficult to ascertain. The highway depart- 
ment, which receives the major portion of 
the tax, has no direct connection with the 
Louisiana Aeronautics Commission, the 
agency dealing with air matters. However, 
the parishes do have the power to con- 
struct and maintain airports and hence it 
may be presumed that some benefit to air- 
craft does arise through the division of the 
motor fuel tax by the state, as minute as 
this grant may be. 


Two states, Kentucky and Rhode Island, 
do not specifically or directly offer aid to 
aviation out of the proceeds of their gasoline 
tax since they delegate the total receipts 
of their fuel taxes to a general fund. How- 
ever, it is to be assumed in both cases that 
some measure of aid to the airlines as tax- 
payers is present inasmuch as appropriations 
are made in the two states from general 
funds to meet the expenses of administering 
the activities of the state aviation boards. 


In the Commonwealth of Kentucky the 
Aeronautical Commission is the adminis- 
trative body charged with the supervision 
of air commerce. It is authorized to con- 
struct and maintain airports and landing 
fields. The Administrator of Aeronautics 
Office in the Department of Public Works 
of Rhode Island is authorized to construct 
and maintain airports, landing fields, and 
aids to air navigation. Also, it is empowered 
to issue scrip or certificates of debt to the 
amount of $300,000 as a “State Airport Loan.” 
It should be observed here that the State 
of Rhode Island has been one of the most 


active of all the states in the construction 
of state-owned airports and landing facilities, 


Entire Tax for Non-air Uses 


Only four states collect and retain the 
entire motor fuel tax and specifically devote 
the proceeds therefrom to what are osten- 
sibly non-aeronautical uses or funds. These 
states are, together with the non-air pur- 
poses to which their gasoline taxes on avia- 
tion fuel are assigned: Alabama, highways; 
Georgia, highways and education; Pennsyl- 
vania, highways and relief; Texas, highways. 


In all fairness to the last three states, 
however, it should be pointed out that in 
the State of Georgia, the State Highway 
Board is empowered to acquire land for, 
and to construct and maintain, airports and 
landing fields, and navigational aids. In 
a similar manner, the Secretary of Highways 
of the Commonwealth of Pennsylvania has 
the authority to construct flight strips ad- 
jacent to the highways of the state. In 
Texas, the total collection of the aviation 
fuel tax is paid over to the state highway 
fund, from which come revenues to con- 
struct flight strips. The low rate of this 
tax, being less than one-half cent per gallon, 
renders it of little financial importance to 
either the state or the airlines. 


In summarizing, therefore, we may say 
that Alabama alone completely utilizes its 
taxes on airplane fuel for non-air purposes 
with no direct benefit whatsoever to air 
commerce. This does, of course, assume 
that the states earmarking aviation gasoline 
taxes for special aeronautical funds do in 
all good faith apply these proceeds to such 
special reserves and do not divert them to 
other ends. But the evidence concerning 
Alabama should not be accepted as conclu- 
sive until a thorough examination has been 
made of that state’s method of grants-in-aid 
and subventions to her cities, towns, and 
incorporated villages. For these are the 
only units of Alabama which are legally 
empowered to construct airports and landing 
fields in that state, and it may be that in 
many cases such works are partially or 
wholly financed out of road or highway 
funds allocated by the state. 


III 


State Development of Airports 
and Landing Fields 


A review of state activity in the field of 
airport, landing field, and airway construc- 
tion and maintenance reveals little promise 
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of substantial assistance to air navigation, 
and of direct encouragement to air com- 
merce. Up to the present time the develop- 
ment of airports and landing fields has been 
almost entirely in the hands of the munici- 
palities.* Municipalities, as distinguished 
from the states in which they lie, have been 
primarily responsible for the establishment, 
maintenance, operation, and financing of 
public airports.* The Federal Government 
has been entirely responsible for the con- 
struction, maintenance, and operation of the 
airways.” By the end of 1940, state invest- 
ment in airports was only four and one-half 
per cent of the total airport investments 
made by all levels of government.* These 
statements hardly support aviation gasoline 
taxation on the grounds that it is a benefit 
tax. 


A brief inquiry as to the statutory power 
of states to construct and maintain airports 
reveals that only twelve of the forty-eight 
have laws permitting them to engage in 
such activities directly. These are: Arkansas, 
California, Connecticut, Florida (where the 
state may construct landing fields only), 
Georgia, Idaho, Kentucky, Michigan, New 
Hampshire, Oregon (may build landing fields 
only), Pennsylvania, and Rhode Island.* 


Twenty-nine states are sufficiently inter- 
ested in the building of flight strips to have 
enacted laws providing for them. This 
widespread attention has, however, been 
largely stimulated by Congressional action 
providing partial support in the form of 
federal funds for their erection and is not 
an entirely original step on the part of the 
states. State laws pertaining to this type 
of aeronautical aid have been chiefly of a 
variety directing state highway or public 
works offices to take steps necessary to 
the securing of federal money from the 
United States Public Roads Administration. 
States providing flight strip facilities in joint 
action with the Federal Government are: 
Arizona, Illinois, Iowa, Kansas, Louisiana, 
Maine, Massachusetts, Minnesota, Nebraska, 
Nevada, New Hampshire, New Jersey, New 
Mexico, North Carolina, North Dakota, 


11 Air Transport Association, ‘‘State Laws Re- 
lating to Airports, Airport Zoning, Air Naviga- 
tion Facilities in Force July 1, 1944,’’ 
Washington, D. C., 1944, p. 1. 


2 Tbid., p. 10. 


13 Report Prepared by the American Petro- 
leum Industries Committee of the American 
Petroleum Institute, ‘‘Aviation—A Survey of De- 
velopments and Trends,’’ New York, 1943, p. 28. 

4 Tbid., p. 24. 


15 Air Transport Association, supra, pp. 2-10. 
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Ohio, Oklahoma, Oregon, Pennsylvania, 


Rhode Island, South Dakota, Texas, Utah, 
Vermont, Virginia, Washington, West Vir- 
ginia, Wisconsin, and Wyoming.” 


Navigational aids and airways for the use 
of air commerce are provided for by nineteen 
states. Such aids as provided are of a 
limited variety. In evaluating the assistance 
given air users as to route marking, it should 
be remembered that all of the forty-one 
thousand miles of charted airways used by 
domestic airlines were originally developed 
by the Federal Government and that at the 
belated entry of the states into this field, 
they found that the few aids they could 
provide with their limited financial support 
were already existent. The more urgently 
needed and extensive ones they were unable 
to supply because of a lack of adequate 
appropriations. 


Meagre State Aid to Aviation 


Federal aid has been of such a wide scope 
and so costly in nature that few states are 
in a position to furnish comparable help. 
For manifest reasons these facilities must 
be of a uniform nature over the nation. 
This is of course impossible where a large 
number of units are charged with the respon- 
sibility of lights, radio directors, air laws, 
etc. Hence, out of technical and financial 
necessity, governmental aid to air commerce 
has had to come from the federal level. 
Typical of the aids provided by the states 
is the painting, in prominent places, of direct- 
ing symbols and numerals indicating the 
nearest airport; the clearing of certain areas 
as emergency fields; and, in very rare in- 
stances, the lighting of airport boundaries. 
States supplying some or all of these serv- 
ices are: Arkansas, California, Georgia, 
Idaho, Illinois, Louisiana, Maryland, Massa- 
chusetts, Minnesota, Nebraska, New Hamp- 
shire, New Jersey, Pennsylvania, Rhode 
Island, South Carolina, South Dakota, 
Tennessee, Utah, and Vermont.” 


From this brief review of state activity 
in assisting air carriers, we may conclude 
that state development of air facilities and 
encouragement to aviation is very meagre in 
nature, and hardly uniform throughout the 
nation. Thus, based on the argument that 
it is of benefit to the industry, any tax 
on motor fuel used by the airlines is hardly 
defensible when considered from an overall 
point of view. 


16 Air Transport Association, op. cit., pp. 2-10. 
17 Air Transport Association, op. cit., pp. 2-10. 


129 





Air Industry's Objections to 
Motor Fuel Taxes 


The objections of the airlines to motor 
fuel taxes are not based particularly upon 
any reasoning as to the lack of benefit 
accruing to them as payers of the tax, but 
on the grounds that as applied to air trans- 
portation a gasoline tax is unreasonably 
disproportionate.” That is to say, due to 
the huge rate of fuel consumption of an 
airplane as compared with a highway unit 
of equal carrying capacity, or larger, an 
excessively high rate is charged airlines. 
In some respects, the objections of the air- 
lines to motor fuel taxes may be said to 
give indirect credence to the theory that 
aviation fuel taxes are benefit taxes. 


Unproportionality of Rates 


Let us examine more closely some of the 
specific objections advanced by the air trans- 
port industry and test the validity of such 
arguments. First of all the question of 
unproportionality of rates arises. The major 
premise here is that the principle of a gallon- 
age tax does not constitute an equitable 
method of taxation in the particular case of 
the airlines.” The argument is offered that 
an airplane consumes much more gasoline 
per mile travelled than does a highway car- 
rier and hence a gasoline tax levied on a 
per gallon base will not serve as a yardstick 
of taxation of both.” 


A simple example of this is found in a 
comparison between a 32-passenger bus pow- 
ered with a 150-horsepower engine reputed to 
travel about 10 miles for each gallon of gas 
consumed, and a 14-passenger airliner powered 
with engines capable of 1575 horsepower 
and flying about one mile for each gallon 
of gasoline used. Thus, the airliner con- 
sumes about ten times as much as the high- 
way bus to transport less than one half as 
many passengers. A gasoline tax rate apply- 
ing alike to fuel consumed by motor vehicles 
and aircraft ‘allows no provision for the 
equalization of tax burden between two modes 
of transportation which make vastly different 
demands upon state and local governments.” 





1% Allen, ‘‘The Aircraft Motor Fuel Tax,’’ 4 
Air Law Review 239, 251; Thompson, ‘‘Air 
Transport Operators Oppose the Aircraft Fuel 
Tax,’’ 4 Journal of Air Law and Commerce 239; 
Lupton, ‘‘Motor Fuel Taxation,’’ 6 Journal of 
Air Law and Commerce 566. 


1” Thompson, op. cit., p. 241. 


2 Tbid. 
21 Tbid. 2 TIbid., p. 241. 
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Fundamental differences in these modes 
of transportation are ignored in making such 
a comparison. Buses and planes do not 
compete for the same passengers. Buses 
and planes do not compete on a price basis 


In the first place, the airplane is an instru- 
ment of transport used by a small percentage 
of people who can afford or need it; the bus 
is a more popular form of transport because 
of its low tariff. In the second place, buses 
depend for a substantial portion of their 
revenues upon purely local traffic originating 
and terminating between major cities. Ob- 
viously an airline cannot hope to compete 
within the same area on a like service basis 
and still maintain their reputation for speed 
And the last observation is that airplane 
fares are higher than bus charges for man) 
reasons other than gasoline taxes. To men- 
tion a few, the cost of the operating per- 
sonnel of a plane is much higher per man 
than for any other form of transportation; 
fuel costs are a very large percent of total 
operating expense; the original cost of the 
carrier itself is greater than for buses. All 
of these costs combined necessitate a highe 
fee for airline travel, thus putting a premium 
on the use of the airplane as a method of 
transport. To summarize this argument, « 
maximum of speed, comfort, and luxury is 
offered at a surcharge in one case, in the 
other these are sacrificed in the interests of 
a nominal fare. The two are not at present 
attempting to attract the same class of traffic, 
and any analogies between them are not 
compatible. 


Airways Less Expensive Than Roads 


Another argument advanced by the air- 
lines against the gasoline tax is that the 
cost of constructing and maintaining the 
airway (the air highways or air lanes which 
the airlines follow by means of beacon lights, 
radio beams, navigational markers, etc.) 
system of the nation costs less per route 
mile than comparable figures for public roads.” 
This may be true, but in the case of the 
former, there is less traffic to apportion the 
cost to, hence the higher must be each tax- 
payer’s share. Sales of highway gasoline 
are much greater on a gallonage basis than 
the sales of aviation gasoline. Therefore. 
the greater cost of highways may be pro- 
rated to a large number of motorists with 
a lower tax charge per purchase while air- 
way costs, despite the fact they are lower 
than highway costs, because of the paucity 
of aviation fuel buyers, must constitute a 
higher charge per purchaser. 
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No Necessary Connection Between 
Tax and Use of Government 
Facilities 


A third defense is the postulate that there 
need be no necessary connection between 
the amount of fuel taxes an air operator 
pays and the amount of use he makes of 
the state or municipal facility in question. 
This is illustrated by the fact that an inter- 
state operator will land on a field much less 
frequently, in proportion to the amount of 
gasoline he purchases there, than will a local 
flier who makes almost all of his landings 
on one field. The interstate operator takes 
aboard several hundred gallons of gasoline, 
and departs,.making the next landing on 
a far distant field. The local operator, on 
the other hand, makes only short flights 
to and from the field, and would probably 
make a dozen such landings while con- 
suming a like amount of fuel. Further- 
more, the right to use an airport is not 
at all dependent upon the payment of a 
motor fuel tax. It is therefore held that 
there is no sufficient relationship between a 
motor fuel tax on one hand, and the use 
made of government facilities on the other 
hand, to completely justify a holding that 
such a tax is a charge made merely as com- 
pensation for that use. Consequently, it is 
suggested that it would be more equitable to 
impose the burden of the cost of air naviga- 
tion facilities on a basis of use made of the 
facilities rather than a motor fuel tax, and 
that this basis take the form of either a 
fixed annual charge, such as hangar or ground 
space rents, or landing fees, or some com- 
hination thereof.” 


This is a sound argument and may be 
considered as one of the chief objections 
to a fuel tax. But the suggested solution 
is hardly the answer. First of all, the opera- 
tion of large air terminals is, as a general 
rule, seldom a profitable venture. A few 
municipally operated fields, which are fairly 
successful in meeting their operating costs, 
are already charging a system of rents and 
tees. Certain airmen feel these charges are 
excessive and will eventually force airlines 
to construct their own terminal facilities. 
The possibility of a duplication of airports 
is self-evident. From the standpoint of con- 
servation of economic resources and in the 
best interests of society, such action is cer- 
tainly not to be encouraged. 


In ali fairness to the cities, however, it 
should be pointed out that while the fees 
levied by a municipal administration for the 





23 Allen, op. cit., pp. 245-246, 252. 
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use of the airports may be considered exces- 
sive from the viewpoint of the airlines, they 
are not truly so unless a large margin of 
profit is being made from these charges. 
lf the city is merely covering the costs of 
operation of the landing field and little more, 
then there would be no genuine reason for 
the airlines to construct their own facilities 
inasmuch as they could not operate them 
much more cheaply than the city. This 
assumes that the city operation of airports 
is efficient and not wasteful. On the other 
hand, if the city was accruing a large net 
profit each year from the operation of the 
facility, then the airlines could presumably 
save this much on their hangar fees and 


landing charges by building their own air 
terminals. 


A further argument against landing fees 
is advanced by a flier who remarked that 
nothing irritates a pilot more or develops 
in him a greater spirit of antagonism and 
ill-feeling than to have to pay a landing fee 
every time he lands his plane, whether the 
fee is applied against his personal craft and 
a personal burden, or against his employer 
and paid out of the company treasury. This 
psychological obstacle to a fee system is not 
to be ignored. 


The Tax Not a Fair Measure of an 
Airline’s Ability to Pay 


A fourth argument against motor fuel 
taxation is the complaint that it bears no 
relation to net earnings, plane capacity, pas- 
senger load or cargo carried. It is in no 
way a fair measure of the ability of an air- 
line to pay.* The answer to this is that 
an aviation fuel tax does not intend to and 
makes no pretense of attempting to measure 
these factors. It has no concern with them 
except as they influence the amount of fuel 
consumed. The tax is levied on the sale, 
use, or storage of aviation gasoline. It does 
not burden itself with the size, shape, com- 
position, or quality of the traffic of airlines, 
or their gross or net incomes. Another fault 
of aviation fuel taxes is that the funds col- 
lected are diverted to non-aeronautical uses, 
even when specially marked for state aviation 
funds. This is an interesting argument 
that crops up incessantly. It has appeared 
in trade periodicals, it has been intimated 
in published reports and it is evidently a 
gospel truth to air operators. In the past 
history of highway funds collected from 
motor vehicle fuel taxes, there have been 





24 Thompson, op. cit., p. 241. 
%Tbid., p. 241. 






















































































known cases of diversion™® from purposes 
intended by law. But so far no substan- 
tiating evidence has been brought forth in 
verification of this statement as applicable 
to aviation fuel taxes. 


The subsidy thought has been advanced: 
earlier forms of public carriers were granted 
special governmental aids or funds to expand 
with, so why should not fhe airlines of the 
nation receive a subsidy pro tanto by the 
alleviation of the motor fuel tax?* The 
writer of this forgets that airlines are already 
receiving 2 governmental subsidy in the form 
of air mail contracts. Any one familiar with 
the early history of the airlines and the 
conditions leading up to the cancellation of 
all air mail contracts by the Postmaster 
General in 1934 and the subsequent expe- 
diting of mail by the Army Air Corps cannot 
readily forget this early aid to the airlines; 
one of the most lucrative and bountiful 
sources of subsidy payments ever granted 
to any form of transportation in the United 
States.” 


IV 


Airplane Fuel Taxes Unrelated to 
State Benefits to Air Transportation 


We have seen that the factors which justify 
the state fuel taxes on highway vehicles are 
conspicuously absent in the taxation of avia- 
tion fuel. Airplane fuel taxes as currently 
applied are unrelated to the benefits which 
the states provide for air transportation.” 
The states have made relatively small con- 
tributions to the cost of constructing and 
maintaining airports and other facilities used 
in commercial aviation. The Federal Gov- 
ernment and the municipalities have largely 
shared the financing of such investments. 
While the federal fuel tax may in some 
respects be considered a means of extracting 
funds for payment of federal aeronautical 
services, the localities have employed an 
entirely different type of arrangement for 
determining the user contribution to the 
facilities they furnish.” In their position as 
owner and operators of airports they have 
negotiated contracts with the airlines pro- 
viding for the payment of hangar rental and 
landing fees. These rents and fees are fixed 
to recover a part of all of the costs of the 
various services and facilities provided. 





*Crawford, Motor Fuel Taxation in the 
United States, published by the author, Syra- 
cuse, New York, 1939, Chap. VII. 

27 Lupton, op. cit., p. 567. 

28Smith, Airways, Knopf and Co., New York, 
1942. Chaps. 7-19. 

29 Civil Aeronautics Board, op. cit., p. 4. 

% Ibid., p. 63. 





They have been referred to as a sound and 
direct means for establishing a true measure 
of the proper share of user contributions.” 
In paying these fees, the air carriers are said 
to be already making appropriate payments 
to the various units of local government for 
the use of these facilities.” 


Fiscal Importance of Taxes on 
Airplane Fuel 


Now let us examine the fiscal importance 
of gasoline taxes on airplane fuel to the 
states, both in dollar amounts and in pro- 
portion to total airline tax bills, as well as 
the attitudes of a few state tax officials on 
this subject. 

State collections of aviation fuel taxes 
were $1.3 millions in 1941, the last peace 
year for the United States, as compared 
with a sum variously reported at from 
$700,000 to $900,000 for the previous year. 
Estimates ranging from one-half to as much 
as seventy percent of this sum were paid by 
domestic air carriers operating in the con- 
tinental United States.™ (Figures of the 
Civil Aeronautics Board show $802,895 as 
the payment made by the airlines in 1941.) “ 


During this year seventeen companies with 
an operating fleet of 460 aircraft flew 
43,400,000 miles over 43,400 miles of sched- 
uled air transport routes, carrying less than 
0.01 percent of the ten miles and 0.44 per 
cent of the passenger miles for all forms 
of intercity traffic.” The total amount of 
federal, state, and local taxes paid by these 
carriers was $6,465,234 in that year, an in- 
crease of over 225 percent in taxes paid in 
the period just two years prior, 1939.% In 
1938, the taxes paid were only around $1.7 
million, which makes 1941 collection about 
a 350 percent increase over those of 1938.” 


Motor fuel taxes represented 31.2 percent 
of the total federal, state, and local tax bill 
for the airlines in 1941. They ranked second 
in importance at that time, being displaced 
only by net income taxes which constituted 
40.9 percent. This was a jump for income 
taxes, as the positions of these taxes were 





31 Ibid., p. 63. 

2 Ibid., p. 9. 

33 Preliminary report of the Board of Investi- 
gation and Research, Washington, D. C., 1944, 
as reported in Civil Aeronautics Board, op. cit., 
p. 129. 

34 Civil Aeronautics Board, op. cit., p. 78. 

33 American Petroleum Industries Committee, 
Aviation—A Survey of Developments and 
Trends, New York, 1943, Table XL, p. 45; Table 
XII, p. 46; Table XIII, p. 47; Table XVIII, p. 52. 

36 Civil Aeronautics Board, op. cit., p. 75. 

37 Ibid., p. 129. 
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exactly reversed in 1939, fuel taxes ranking 
first by constituting 31.12 percent and 
net income taxes only 29.1 percent of the 
total. By the year 1943, net income taxes 
had climbed to a position far above all other 
taxes, representing 78.6 percent of all reve- 
nues collected, with fuel taxes being only 
9.59 percent.* In 1941, gasoline levies were 
the most important source of airline tax 
contributions to the states, being 41.7 per- 
cent of the total, with payroll taxes a close 
second, or 41.0 percent. Net income taxes 
were of little importance to the state field, 
composing only 2.7 percent of air carriers’ 
taxes in 1941. In the year 1939 payroll 
taxes were the largest percentage, being 
47.3, and gasoline taxes were at 34.81 per- 
cent. By 1943 fuel taxes had dropped to 
37.48 percent and payroll to 34.9 percent, 
both due largely to the increase in the 
percentage of income taxes collected which 
amounted to 10.4. 


In the federal field for the year 1941, 
fuel taxes were 26.63 percent, ranking second 
in importance of total federal taxes paid by 
the airlines. Net income taxes represented 
the greatest source of revenue at 57.0 per- 
cent. In 1939, fuel levies were second also, 
being 29.02 percent, and net income first 
at 47.9 percent of the total. The year 1943 
found fuel taxes down to 6.05 percent and 
in third place. This was caused by income 
taxes climbing to 61.4 percent, and excess 
profits taxes taking second place in fiscal 
importance with 24.4 percent. This was 
quite an increase for the latter, for in 1941 
that was only 0.1 percent of the airlines’ 
federal tax bill.” 


Aircraft motor fuel taxes were at an all- 
time high in 1941 for all levels of govern- 
ment. In dollar amounts, federal, state and 
local aviation gasoline fuel collections were 
$2,011,817 in 1941, as against $906,628 in 
1939, and $1,772,687 in 1943. State and local 
collections were: $802,895, for 1941; $432,618 
for 1939; $773,080 for 1943. Federal receipts 
in the same years were: $1,208,922 in 1941; 
$474,010 in 1939; and $999,607 in 1943.” 
(For a complete statement of revenues and 
collections from the taxation of aviation 
gasoline in the years 1939 to 1943, inclusive, 
please turn to the chart and table immediately 
following.) 


In proportion to the total revenues of the 
states, aviation fuel taxes formed a little 
more than 0.01 percent of all taxes taken in 
by states in 1943, and constituted approxi- 


%8 Ibid., p. 75. 
89 Tbid., p. 75. 
 Ibid., p. 75. 
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mately 0.10 percent for all fuel taxes for the 
same year. One reason that state tax 
yields from fuel consumed in aircraft are 
so small in amount is because very few 
states levy their taxes at the full state rate 
applicable to highway gasoline.* The other 
part of the accountability for low receipts 
is that the total number of states taxing 
aviation fuels are in a minority, and the 
states originating the heaviest amounts of 
air traffic are, almost without exception, 
non-taxing bodies. 


Views of Tax Administrators 


The attitudes of state gasoline tax admin- 
istrators toward this source of revenue are 
very diverse. The most outspoken opponent 
of the state taxation of aircraft fuel is Mr. 
John A. Keeley, Supervisor, Motor Fuel Tax 
and Petroleum Inspection Division, Depart- 
ment of Revenue, State of Illinois. 


Mr. Keeley, a representative of a non- 
taxing state, reported to the North Ameri- 
can Gasoline Tax Conference’s Committee 
on the Taxation of Aviation Gasoline, in 
1944, as follows: * 


“Should we disregard the fact that States 
are not within their propriety in levying a 
fuel tax, we meet other factors which make 
this exaction undesirable and inappropriate. 
The tax does not bear a true relationship 
to the purpose for which it is enacted. There 
can be no true correlation between the use 
of fuel in the atmosphere to the use of 
landing facilities and any attempt to force 
a balance will develop an insincere and in- 
secure source of revenue. 


“This manner of reasoning has in the past 
inaugurated tax laws which produce insuff- 
cient revenue to which must be added unwar- 
ranted expense of accountability. When this 
condition becomes apparent, we will observe 
the first result, ignore the latter and invoke 
other types of taxes, reaching in the end a 
top-heavy tax structure which will seriously 
affect the general welfare.” 


This attitude was reflected in part by the 
statement of Mr. V. C. Kussrow, Acting 
County Assessor, Miami, Florida, who said :* 


“In my opinion there should be no taxa- 
tion of aviation fuel. This tax ought to be 
reserved to the Federal Government exclu- 
sively. State taxation of air fuel is an unfair 


41 Bureau of the Census, United States De- 
partment of Commerce, State Finances 1943, 
U. S. Government Printing Office, Washington, 
1944, p. 10. 

42 Civil Aeronautics Board, op. cit., p. 129. 

43 Ibid., p. 124. 


44Tbid., pp. 115-116. 
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Fuel Taxes Paid by Domestic Air Carriers, 


STATES 1939 1940 1941 1942 1943 
a eens $ 12,448 $ 16,746 $ 28,158 $ 21,283 $ 19,656 
Arizona ....,.: 111 7 190 594 821 
ay + ia er oe iis 3,970 
as Siu cals 73,139 106,514 152,805 112,436 91,796 
[daho 2,730 5,619 11,298 11,149 10,909 
er ee 88 123 149 139 190 
ESS eT ry ere sale 35 63 197 802 
Kentucky 11,863 18,994 20,616 5,604 sis 
Louisiana 9,257 15,988 32,908 37,561 47,903 
Maine 973 1,716 2,796 6,809 13,676 
Massachusetts ........ T —e erers 317 396 
Michigan ........ 12,496 19,283 30,026 19,994 16,856 
Minnesota ...... 233 225 228 1,022 416 
Mississippi ........... 2,611 4,529 5,614 6,269 6,496 


319 


Nebraska 48,725 73,604 79,977 81,191 107,885 
New Hampshire ...... ten 8 81 
Wew jersey .......... 442 ests eae 
i 211 1,633 362 544 504 
North Dakota ........ iss nea ia ee 95 
Pree .... 27,904 41,635 51,153 40,841 36,291 
ne eee re 108 134 1,090 2,879 3,328 
EE, Was cuataee 8,704 12,262 13,634 14,264 11,243 
Pennsylvania ......... 26,315 41,057 45,942 39,728 39,932 
Rhode Island ........ He 43 71 22 ‘ey? 
South Carolina ....... 15,317 22,673 17,180 32,901 39,305 
South Dakota ........ 6,997 8,558 4,863 6,248 4,188 
ee 85,787 121,730 174,799 181,056 197,715 
ES ere Teer 268 410 519 501 364 
EE: 135-6 wi hue eae Rg 47,446 60,591 56,146 58,404 50,822 
eee 619 1,798 1,891 497 1,236 
I id iii 4 act ais 6,397 24,908 34,465 40,234 35,502 
Washington .......... Re 90 159 229 15] 
Ce RL ee ee 31,384 31,364 35,575 27,509 30,313 











$432,618 





$432,634 


$802,895 


$750,671 





$773,080 





Source: Civil Aeronautics Board, Multiple Taxation of Air Commerce, p. 78 











NOTE: The major portion of fuel tax payments in this table is based on aviation fuel 
purchased or withdrawn from storage in states where such fuel is fully or partially taxable. 
A minor portion of the total is paid on fuel used in motorized ground vehicles. For the states 
which refund taxes on aviation fuel, this item comprises the entire payment shown. 
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burden on the industry for the following 
reasons: k 


“(a) Fuel taxation is primarily for’ the 
construction and maintenance of highways. 


“(b) Fuel consumed by the modern plane 
is approximately 10 percent of the cost of 
airline operation. 


“Taxation of this fuel would be an abnor- 
mal and unfair burden on this comparatively 
new business . . . Since motor fuel is such 
an important item of the cost of operation, 
it is obvious that preference will be given 
to concentration of operations where gaso- 
line taxes are non-existent.” 


Objection was voiced to these taxes by 
several other state tax officials.” However, 
most of them were of the opinion that fuel 
taxes were state instruments, and should 
remain so. Some would compromise on the 
surrender of aviation fuel taxation to federal 
authorities with the abolition of the federal 
levy on other motor fuels. This would 
obviously mean a big gain for the states. 
Three tax administrators openly advocated 
the state assessment of airplane gasoline 
under a system of direct benefits such as 
exist in the states they represent.” 


V 


That aviation gasoline taxes are an oner- 
ous burden is easily demonstrated. They 
have been found to be burdensome, and in 
their effects they are discriminatory taxes, 
which are inequitable as well as inappro- 
priate. They directly affect the cost of air 
carrier operations, and hamper attempts of 
air carriers to extend their services and 
reduce their costs. Furthermore, these taxes 
are unrelated to any costs which the industry 
imposes on the states, or to any benefits 
which the states may see fit to provide for 
air transportation.” In an industry such as 
the airline field, where a narrow margin of 
profit is typical,“ any slight increase in the 
taxes attached to the industry may easily 
wipe out the net proceeds of that industry. 


Tax Avoidance Tactics 


To begin the discussion of tax avoidance 
tactics used by the airlines, perhaps the 
simplest and easiest device to use for avoid- 
ance is the technique of simply not pur- 





*Ibid., p. 132. 
* Ibid., p. 131-132. 
‘Ibid., p. 64. 
Ibid., p. 6. 
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chasing fuel in states taxing this commodity. 
This may be accomplished by the limiting 
of purchases of fuel to territories where the 
tax is low or non-existent. This, of course, 
cannot be done without resultant economic 
consequences: in airline operations. As we 
have seen before, heavier gasoline loads 
have suggested decreased payloads. This 
claim has not been substantiated either in 
this paper or in any other source known 
to the writer. The only instances of such 
action were cases where there was additional 
cargo space available, so that there was no 
actual refusal of additional revenue loads. 
Airlines deny that this practice is in effect 
today, at a time when every available pound 
of cargo capacity is being fully utilized. 


One case uncovered was a minor instance 
of a partially uneconomical operation in the 
interests of avoidance. An airline operating 
into a large city that added a heavy munic- 
ipal gasoline tax to an already burdensome 
state rate, required all of its airliners to 
stop just outside the state line at a small 
city in a state with no gasoline tax. Here 
the planes were loaded with gasoline, flown 
into the larger city, which was a terminal 
point, turned around, and flown out again, 
stopping on the outbound trip at the smaller 
city again for further replenishment. While 
this fueling place was on the company’s 
route and required no divergence from the 
established airways, it was a nuisance to all 
planes to spend twice the time that could 
have been spent at the terminal point in 
reeciving gasoline. Further, it necessitated 
the slowing down of express service for all 
planes, for express and local alike, were 
forced to put down at the state line on both 
inbound and outbound trips. An example 
such as this is rather unimportant, however, 
and is hardly typical of the uneconomic 
features of tax avoidance by skipping the 
high tax states. 


The Storage-Plant Method 


Another common practice in minimizing 
fuel taxes is applicable in instances only 
where the state taxing gasoline does so on 
the basis of the sale of the gasoline, or by 
specification. In such cases it is an accepted 
practice for airlines to first rent or construct 
a bulk storage plant for gasoline at or near 
their hangars in a state with a high tax rate. 
Gasoline is then purchased outside the state 
in a territory with either no tax or a very 
small one, and shipped into the bulk storage 
plant. Since the gasoline is moving in inter- 
state commerce (and all such movement is 
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constitutionally tax exempt), no tax is paid. 
The states have circumvented this to some 
degree by providing for the taxation of 
gasoline either stored or used within the 
state. The withdrawal of gasoline from 
storage and the subsequent placing in the 
tanks of a plane has been freely interpreted 
as being used within the state, so that the 
frequency with which this device may be 
employed is entirely dependent upon the 
wording and judicial interpretation given to 
the tax law of the particular state under 
consideration. 


This means has found great popularity 
with the airlines. One oil company repre- 
sentative said that the reasons the total fuel 
taxes paid by air carriers were so small was 
that as long as the gasoline consumed was 
a reasonable amount and no excessive taxes 
were paid, the airline had no objection to 
complying with the state tax law. But let 
the rate of fuel consumption be suddenly 
increased for any reason, and tax contribu- 
tions become an unusually large item, and 
a bulk storage plant would immediately be 
erected in that state, and the entire tax 
avoided. In the event that the phraseolegy 
of the state law did not make this loophole 
available, state gasoline tax laws were suffi- 
ciently non-uniform to induce generally the 
construction of such a facility in an adjacent 
state. 


There are even cases of avoidance that 
border on evasion and are of questionable 
practice. In at least one case an airline 
reached a private agreement with state tax 
officials whereby the company, which was 
operating in and out of a state that levied 
an extremely heavy tax at the full state rate 
on all motor fuels, would only charge the 
company for that portion of gasoline the 
planes consumed in flying to the state limits. 


Another way in which airlines have inci- 
dentally minimized their fuel taxes has been 
in the technical development of planes of 
longer and longer range, capable of greater 
sustained flights, together with larger fuel- 
carrying capacities. While it is true that 
the operation of such planes does restrict 
the purchase of fuel to certain terminal 
states, and thus unduly burdens those car- 
riers unfortunate enough to have their oper- 
ating terminals in high tax states, the fact 
remains, nonetheless, that other carriers are 
relieved of the payment of numerous inter- 
mediate fuel tax levies within the confines 
of their system. 


State fuel tax payments are also mitigated 
as far as the airlines are concerned by the 


Federal income tax on corporations. Gaso- 
line taxes, as part of the purchase price of 
the fuel, is an admissible deduction from 
gross income as a necessary cost of doing 
business. This permits shifting some of 
the burden of the taxes onto the Federal 
Government. 


Why So Few Tax Avoidance 
Schemes? 


The official of one oil refining company 
gave a partial explanation of the paucity of 
tax avoidance schemes for the evasion of 
fuel taxes by the airlines. His thought was 
that first of all, up until the time of the 
present war, the payments of the airlines 
were never sufficiently large to warrant 
active opposition in combating them. 
Second, since the outbreak of the war, the 
tremendous increases in air transport activity 
have been due largely to government opera- 
ting contracts for the transport of material 
and supplies to the armed forces. These 
contracts, negotiated on a cost-plus-a-fixed- 
fee basis, permit the inclusion of all opera- 
ting costs, including gasoline taxes, so that 
on a major portion of the gasoline purchased 
by the airlines today, the tax is eventually 
paid by the federal authorities, even apart 
from the federal income tax. 


The Future of Motor Fuel Taxes 


The significance of these taxes and their 
possible effects as far as the future is con- 
cerned is purely conjectural and cannot be 
proved in any case. But such possibilities 
are interesting to examine from a purely 
speculative standpoint. To start off, three 
possible outcomes of these taxes have been 
pointed out by an investigating group of the 
Civil Aeronautics Board, which declared: 


“The increase in operating costs that wou'd 
result from even moderate uniform fuel taxes 
would deter many carriers from making 
those rate reductions which are a prerequi- 
site to enabling air transportation to provide 
a maximum of public service and to serve 
the mass market on which its future growth 
must be founded. Where air carriers have 
not yet attained economic self-sufficiency 
or are serving undeveloped territories, the 
collection of state aviation fuel taxes is 
a direct drain upon the Federal Government, 
for their payment would have to be balanced 
by higher mail rate payments. . These 
taxes may prejudice the hopes of many 
communities for local air service, for all of 
our studies reveal that local air services 
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can be provided only if all costs are kept 
at an absolute minimum.” 


With regard to the postwar expansion of 
air routes and fuel costs as deterrents to 
such increases, one official said that he did 
not think that fuel taxes as such would stop 
any expansion, but as part of an overall 
cost of operation in any given locality, might 
do so. A sentiment similar to this was 
voiced by an oil company man who said 
that expansion would not be discouraged 
by fuel taxes, as increased commercial air 
activity will be inevitable after the war. But 
the direction of such growths might be 
determined by the fuel taxes in effect over 
the states. 


Members of the flight planning and route 
development offices of two airlines stated, 
on the other hand, that fuel tax rates played 
little or no part whatsoever in the selection 
of extensions of service. From their point 
of view, fuel taxes were too minute an item 
to be worthy of consideration. Many factors 
of far more major importance were to be 
first viewed in testing the potential worth 
of a proposed route. 


It was the belief of one man questioned 
that the selective airline procedure of weigh- 
ing one state against another in anticipation 
of possible service was not possible, inas- 
much as the states themselves are too large 
and their potential traffic too great to neg- 
lect them easily in preference for those terri- 
tories with the lower gasoline rates. How- 
ever, such might be the case in the serving 
of smaller governmental subdivisions, such 
as cities of the second and third class, and 
of municipalities. In the event of a local 
gasoline levy applicable to airlines, the car- 
riers might prefer one town to another, 
particularly when such towns were in close 
proximity to one another so that there would 
be little danger of losing the traffic of a 
special community by foregoing any service 
at its own airport. Hence, in this respect, 
gasoline taxes might have a definite effect 
on the character and frequency of service 
of an airline. 


Another opinion was passed on in refer- 
ence to the subject of municipal taxation of 
aviation gasoline: that such levies might 
force private airport construction in an at- 
tempt to avoid the tax. What was meant 
here was that in the event of exceedingly 
heavy local gasoline taxation, the airlines 
would be encouraged to build their own 
joint facility outside the corporate limits of 
the city, thus placing themselves beyond 
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the jurisdiction of the municipal law. To 
date, few major cities served by a number 
of airlines tax aviation fuel to a very heavy 
degree, so that there is little immediate 
prospect for the action outlined above. 


Vi 


Conclusions 


In summarizing the conclusions of this 
writing, it must be remembered that in every 
case an individual examination must be made, 
for the tax rules and regulations pertaining 
to air operators vary so widely that no 
general answers may be drawn from a limited 
study. However, from a superficial exami- 
nation of the problem, we may say first of 
all, that according to the total investment 
of the states to date in airport and airway 
construction, there is little or no justification 
for aviation fuel taxes. They are unrelated 
to any cost which the air transport industry 
imposes on the states, or to any benefits 
which the states have seen fit to provide. 


In the second place, due to the many 
alternative methods of escape and possible 
ways to minimize the impact: of fuel taxes, 
the carriers themselves in the final analysis 
feel little of the original taxes levied on 
gasoline. Hence, these taxes are not nearly 
so burdensome as they would first appear. 
Third, reduction of fuel tax rates would 
have little effect on either the operations of 
the air carriers or their tariffs. Fuel taxes 
are too insignificant an item at the present 
time to be of any consequence in deter- 
mining routes or air fares. 


Two outstanding inequities in airplane 
motor fuel taxation are readily apparent. 
First, there are the great discrepancies that 
exist between states in the treatment of avia- 
tion gasoline taxation and the rates at which 
it is taxed. Uniformity is needed here and it 
is contended that all the states should either 
adopt or abandon the taxation of aviation fuel. 
Unless this is done, even greates injustices 
than exist at the present time will be forced 
upon both the states and the airlines. If 
adoption is the course selected by the states, 
then every attempt should be made to attain 
uniformity in the administration of the tax, 
beginning with a uniform definition of the 
base of taxation, and extending through to 
the rate levied. The greatest degree of 
success in reducing tax avoidance will no 
doubt be gained through homogeneous rates 
and, therefore, these should be given the 
most attention. 
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The second glaring injustice is the dis- 
position of those revenues collected through 
the fuel tax. Every effort should be made 
to earmark these funds for aviation purposes 
and to use them for specific aeronautical 
activities. In lieu of this, at least state 


programs could be brought up to a level 
consistent with the revenues derived through 
the taxation of aviation gasoline. This con- 
stitutes a minimum program of action in 
correcting our present scheme of taxing 
airplane motor fuel. 


expenditures for air aids and developmental [The End] 


UNPROLIFIC LAW 


“Our law has been sparing in the creation of juristic entities; it has never, for 
example, taken over the Roman ‘universitas facti’ [‘‘By ‘universitas facti’ is meant 
a number of things of the same kind which are regarded as a whole; e.g. a herd, ‘a 
stock of wares.” Mackeldey, Roman Law § 162]; and indeed for many years it 
fumbled uncertainly with the concept of a corporation. [“To the ‘church’ modern law 
owes its conception of a juristic person, and the clear line that it draws between 
‘the corporation aggregate’ and the sum of its members.” Pollack & Maitland, Vol. 
1, p. 489.] One might have supposed that partnership would have been an especially 
promising field in which to raise up an entity, particularly since merchants have 
always kept their accounts upon that basis. Yet there too our law resisted at the 
price of great and continuing confusion; and, even when it might be thought that 
a statute admitted, if it did not demand, recognition of the firm as an entity, the 
old concepts prevailed. (Francis v. McNeal, 228 U. S. 695.) And so, even though 
we might agree that under the influence of the Uniform Partnership Act a partner’s 
interest in the firm should be treated as indivisible, and for that reason a ‘capital 
asset’ within Section 117 (a) (1), we should be chary about extending further so 
exotic a jural concept.”—L. HAND, Circuit Judge, in Aaron F, Williams, appellant, v. 
George T. McGowan, Collector, appellee, CCA-2, December 20, 1945, 46-1 ustc § 9120. 
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Another possible simplification of the income tax— 


Can the Cash Basis of Reporting 


By JOHN 


ITH ADOPTION of the principle of 
current payment of the income tax of 
individuals in the Current Tax Payment 
Act of 1943 (approved June 9, 1943), in- 
cluding provisions for withholding of the 
tax at source on wages, and with adoption 
of the optional standard deduction in the 
Individual Income Tax Act of 1944 (ap- 
proved May 29, 1944), it is in order to 
question whether the cash receipts and 
disbursements basis of reporting income 
has enough support left, from the stand- 
point of necessity, to justify its retention. 
Because of the opportunities for manip- 
ulation of income between years, and con- 
sidering the maldistribution of the tax 
burden which results even without any 
apparent attempt to place income or deduc- 
tions in the year where they will do the 
taxpayer the most good, the cash basis was 
never justified on any grounds other than 
those of necessity; hence any present in- 
quiry may well be confined to the question 
of whether that necessity still exists. 


Code Makes Cash Basis Fundamental 


While the Commissioner has broad au- 
thority under the Internal Revenue Code 
to decide whether a method of accounting 
clearly reflects income, and to require use 
of the method which, in his opinion, does 
properly reflect the income, the Code specifies 
the cash basis as fundamental, and the 






Cash Basis of Reporting 


Be Justified Now? 


John K. Hulse, a Philadelphia C. P. A., wonders 
whether the retention of the cash receipts and dis- 
bursements basis of reporting income can be justified. 
He believes that if emphasis were placed on reporting 
true income—items of gross income and applicable 
deductions, whether or not actually received or paid 
within the year—greater accuracy in reporting would 
be achieved and administration of the income tax 
would be further simplified. 






K. HULSE 


alternatives, where not definitely prescribed, 
are left to the discretion of the Commissioner. 

For instance, Code Section 41 requires 
that the net income be computed in accord- 
ance with a method of accounting which 
clearly reflects income. Section 42 (a) 
states that all items of gross income shall be 
included in the year when received, unless 
a method of accounting which clearly re- 
flects income requires their inclusion in a 
different year; and Section 43 states that 
deductions shall be taken when “paid or 
accrued” or “paid or incurred”, but subject 
to the same rule as that applying to gross 
income items. 

The alternatives and exceptions definitely 
prescribed in the Code, and applicable to 
individual taxpayers, include the accrual 
basis where the use of inventories is neces- 
sary (Section 22 (c)), special treatment of 
annuities (22 (b) (2)) and of expenses and 
interest paid by a family corporation to a 
family member within 2\%4 months after the 
close of the year (24 (c)), inclusion of “con- 
sent” dividends (28), special treatment of 
sales of property on the installment basis 
(44) and of compensation for services 
rendered for a period of thirty-six months 
or more, and back pay (107), inclusion, 
whether received or not, of distributable 
income from estates and trusts (162), of 
trust income for benefit of grantor (167), 
of proportionate shares of income or loss 
of participants in common trust funds, re- 














gardless of whether distributed or distrib- 
utable (169 (c)), of distributive shares of 
partnership income or loss (181), of undis- 
tributed net income of a foreign personal 
holding company (337), and of undistrib- 
uted net income of a personal service 
corporation (394). 


Aside from these specified alternatives 
and exceptions, we find that the Commis- 
sioner must accept the cash basis or must 
approve or prescribe such other method of 
accounting as in his opinion clearly reflects 
the income, including the accrual basis in 
proper cases. The only accounting methods 
to which general approval is given in the 
regulations are those pertaining to long- 
term contracts, which may be reported (a) 
on the basis of percentage of completion or 
(b) in the year in which the contract is 
completed and accepted. In either case the 
method adopted must be followed from 
year to year as a consistent practice and 
the completed contract method may be used 
only if it clearly reflects the income (Reg. 
111, Sec. 29.42-4). Aside from this, the 
provisions of the regulations are confined 
to principles—the need for accurate records, 
the proper treatment of inventories, the 
classification of expenditures between capi- 
tal and expense (Sec. 29.41-3), and the need 
for having the return for each year com- 
plete in itself, both as to items of gross 
income and deductions (Sec. 29.43-2). 


No Longer Purely a Cash Basis 


The cash basis itself has been so modified 
by regulation that as to certain items of 
gross income it is no longer purely a cash 
basis. These modifications cover income 
available to the taxpayer but not reduced 
to possession, i. e. income constructively 
received. The examples of constructive 
receipt include matured interest coupons 
payable and collectible but not cashed, divi- 
dends set aside for the taxpayer without 
qualification, interest credited on savings 
bank deposits, and credits made to accounts 
of building and loan shareholders (Reg. 111, 
Sec. 29.42-3). 


An examination of the early income tax 
regulations on this subject discloses only a 
brief provision covering the method of ac- 
counting and basis of reporting. In “Regu- 
lations No. 33 Governing the Collection of 
the Income Tax Imposed by the Act of 
September 8, 1916,” under the caption 
Rulings on Making Returns, the following 
appears: 


“Receipt and Payment Basis.—Returns 
should be made on the basis of receipt un- 


less the individual liable for the return 
keeps accounts on some other basis which 
will clearly reflect his income.” 

The odd feature of this seeming “antique” 
is that notwithstanding all the subsequent 
refinements, it is still the fundamental law 
and has not been materially improved upon. 
But the “receipt and payment” basis is now 
only a thin shadow of its former self, due 
to the many alternatives and exceptions 
contained in the Code, the constructive 
receipt principle prescribed by the regu- 
lations, and the effect of the provisions for 
the withholding of the tax at source on 
salaries and wages earned and theoretically 
made available by the close of the year, but 
not reducible to possession within the year 
as a practical matter. 


There is, in fact, only one set of circum- 
stances under which a return on the basis 
of cash receipts and disbursements is a true 
return of income for a taxable year: Where 
all the taxable income earned within the 
year, from capital or from services rendered, 
was received in that year, and where no 
income was received which was earned in 
a previous year or is to be earned in a later 
year; and where all of the allowable deduc- 
tions were paid during the year and repre- 
sent expenses, such as interest and property 
taxes, which are directly applicable to that 
year and only to that year. 


Stated with reference to classes of indi- 
vidual taxpayers, there is only one class 
that can be said to be on a cash basis which 
reflects true income: The taxpayer whose 
entire income consists of compensation for 
services earned in pay periods ending on 
the last day of the month, where the com- 
pensation for the last pay period in his tax- 
able year is collectible as a practical matter 
on or before the close of the year, and who 
uses the optional standard deduction in 
computing his tax. 


The cash basis, considering the require- 
ment that the return for each year shall be 
complete in itself, does in fact have a nar- 
row application in reporting true income. 


Since we are now entering a period of 
declining tax rates, individuals in the middle 
and upper surtax brackets might possibly 
be thinking in terms of deferring income 
and advancing deductions. And since the 
Treasury Department has under way a pro- 
gram of augmenting by thousands the 
number of employees who will examine and 
audit returns, it might possibly be that the 
Treasury will become unusually curious as 
to how much of the thinking of taxpayers 
along these lines is being translated into 
action when returns are filed. In addition 
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to other defenses mentioned, the Treasury 
has the benefit of a regulation of long 
standing that “A method of accounting will 
not be regarded as clearly reflecting income 
unless all items of gross income and all 
deductions are treated with reasonable con- 
sistency” (Reg. 111, Sec. 29.41-2). And 
consistency with past treatment is included 
in this requirement. 


What the Courts Have Said 


Due to the wording of the Code, the cash 
receipts and disbursements basis of re- 
porting income and deductions is presumed 
to be the correct basis if no books are kept. 
In a number of decisions it has been held 
that where no books are kept income must 
be reported on this basis (Greengard v. Com., 
29 F. (2d) 502 [1929 CCH D-9022], Hecker, 
17 BTA 873 [CCH Dec. 5498], etc.). These 
decisions, of course, do not inquire into the 
result from the standpoint of accuracy or 
true income; they merely decide the basis 
of reporting—right or wrong. 

There are also many decisions on the 
question of whether a cash or accrual basis 
was used or intended to be used in filing 
the return, in cases where hybrid methods 
of accounting were used, or where the evi- 
dence was confusing or insufficient (Bank of 
Hartsville, 1 BTA 920 [CCH Dec. 336], 
Green Oil Soap Co., 3 BTA 467 [CCH Dec. 
1171], Fleischaker, 7 BTA 389 [CCH Dec. 
2553], Schram v. U. S., 118 F. (2d) 541 [41-1 
ustc | 9290], Shaw v. U. S., 49 F. (2d) 628 
[2 ustc J 684], Finance Security Co., Inc. v. 
Com., 69 F. (2d) 829 [1934 CCH J 9192], 
etc.). Here again the question of accuracy 
was incidental—the decisions relate merely 
to which of the contestants should prevail. 


Stressing the Accuracy of Returns 


Inasmuch as the income tax rates are not 
constant from year to year, it would seem 
more to the point to stress the accuracy of 
returns in reflecting income, so that each 
year will be complete within itself, than to 
decide whether the liability for tax should 
be computed on one or another basis of 
reporting. 

If no books are kept, there is, of course, 
no method of accounting. It would be idle 
to suggest that all taxpayers be required 
to keep books. But if none are kept, that 
fact does not make the cash basis the cor- 
rect one. Its application, as above pointed 
out, is too narrow. It can produce accuracy 
in too few cases where income consists of 
anything except compensation for services. 


Cash Basis of Reporting 


Regardless of accounting methods used 
or of the lack of any accounting or book- 
keeping, it is submitted that more accuracy 
would result in the long run if the cash 
receipts and disbursements features of re- 
porting were subordinated to the require- 
ment for reporting as income, when it arises, 
the right to receive income—to the extent 
that the right can, in due course, be re- 
duced to cash—this is in essence the 
Supreme Court’s definition of accrued in- 
come (Spring City Foundry Co. v. Com., 292 
U. S. 182 [4 ustc J 1276]); and to a require- 
ment that there be allowed as a deduction 
in the taxable year that part of an expense 
or other deductible item which applies to 
the current year, regardless of when paid 
in cash, 

On the income side, this would alter the 
“constructive receipt” rule only to the 
tent of including items of gross income 
actually reducible to possession on or 
fore the last day of the taxable year. 
the right to the income arises during 
year, it is income of that year, even though 
not made available until after the close of 
the year. If its payment is unduly delayed, 
then it becomes a question as to what the 
right was worth when it arose. That would 
not be a new complication in our tax laws. 

When it comes to deductions, we have a 
more pronounced need for a change along 
the lines suggested if true income is to be 
reported. For a guide in this connection, 
another Supreme Court decision regarding 
accruals should be used (U. S. v. Anderson, 
269 U. S. 422 [1 ustc J 155]). In the Ander- 
son case the Court ruled that in the “eco- 
nomic and bookkeeping” sense, the munition 
manufacturers’ tax for 1916 accrued in that 
year where all of the events which fixed 
the amount of the tax and determined the 
liability occurred in that year, and that the 
tax was a part of the expense attributable 
to the production of income for that year. 


Some Rulings Showing the 
Need for Improved Principles 


Illustrating the need for improvement in 
principles are the following examples of 
rulings and decisions affecting taxpayers 
with rental income and interest payments: 
In the matter of insurance premiums which 
are deductible as business expenses and 
which are paid for a period of more than 
one year—whether on accrual or cash basis 
—the Commissioner ruled in 1934 (GCM 
13148) that only the pro-rata part should 
be allowed as a deduction each year; about 
four years later (GCM 20307) this ruling 
was revoked and cash basis taxpayers were 
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permitted to deduct the entire premium in 
the year of payment; about five years after 
that again, or in 1943 (GCM 23587) the Com- 
missioner reverted to the original rule requir- 
ing proration, following a decision to that 
effect by a Circuit Court of Appeals (Com. v. 
Boylston Market Assn., 131 F. (2d) 965 [42-2 
ustc [ 9820]). The present rule would there- 
fore seem to be that a taxpayer on the cash 
basis but paying insurance premiums in 
advance is not on the cash basis. Or is he? 

Now contrast this rule with the rule as 
to interest paid. It is well settled by a long 
line of decisions that taxpayers on a cash 
basis may take deductions for only such 
interest as is paid within the year (Seaboard 
Oil Co., 1 BTA 1259 [CCH Dec. 494], Utah 
Orpheum Co., 3 BTA 1041 [CCH Dec. 
1330], etc.) and that prepaid interest is de- 
ductible in the year of payment (Fackler, 
39 BTA 395 [CCH Dec. 10,596], IT 3745 
(1945)). The same rule applies with respect 
to taxes (Beidleman, 7 BTA 899 [CCH Dec. 
2664], etc.). 

Add to this another principle firmly 
established in the real estate field, that 
commissions and fees paid by a lessor to 
secure a long-term lease are capital ex- 
penditures to be spread ratably over the 
term of the lease, whether the accrual or 
cash basis is used (Central Bank Block Assn. 
v. Com., 57 F. (2d) 5 [1932 CCH 9191], 
Young v. Com., 59 F. (2d) 691 [3 ustc 
{ 967], etc.). 

Nobody could reasonably quarrel with 
the current rules regarding insurance pre- 
miums and expenses of long-term leases, 
except for the fact that they tend to confuse 
the cash-basis taxpayer who considers that 
cash payments are deductible. These rules 
make for accuracy in reporting income in the 
year in which earned. But if any such tax- 
payer should pay interest on mortgage loans 
for past or future years, or back taxes on real 
estate, he would deduct them in the year 
of payment and distort the income for all 
years involved. There seems to be no ade- 
quate reason for a rule different from the 
others applicable to the same general field. 
Unfortunately for the cause of accuracy, 
much of our tax law has been built up in 
the courts in deciding specific cases based 
on the best presentation made, but not 
necessarily with a view primarily to con- 
sistency on subjects which are in fact re- 
lated. Perhaps this is unavoidable because 
of the broad and constantly changing pro- 
visions of the law itself. At any rate it seems 
clear that there could be some improvement 
in the interest of applying tax rates of a 
particular year to the true income of that 
year. 


The instructions accompanying the blank 
forms #1040 for individual returns for the 
year 1945, with reference to Schedule B— 
Rents and Royalties—are silent as to the 
above matters except for a sentence reading 
as follows: “Include in ‘Other Expenses’ 
taxes and interest chargeable against rental 
or royalty income.” This would be perfect 
for the purpose, if applied literally, because 
the amount of interest and taxes properly 
“chargeable” against the rental income for 
the year would be the interest and taxes for 
the one year, just as depreciation for only 
one year is so chargeable and deductible 
But for the cash-basis taxpayer the rental 
income for one year could readily be bur- 
dened with lease expense for one year, 
insurance premiums for one year, mortgage 
interest for two or three years, and property 
taxes for two or three years. 


It is not the instructions or lack of 
instructions that produce distortions or 
opportunities for distortions of income; it 
is the law as enacted and interpreted. 


Undue Emphasis on Cash Basis 


The emphasis which has been placed on 
the “cash” basis over a long period of years, 
and which is still prominent, coupled with 
the natural and logical attitude that nothing 
is income until received, and anything 
allowable is deductible when paid, has de- 
veloped a tendency in taxpayers to think in 
terms of cash transactions only and ignore the 
economic and accounting principles essential 
to a finding of true income for the purpose of 
having each year complete in itself. 


We have seen that the “cash” basis is 
subject to numerous alternatives, excep- 
tions and qualifications; that there are many 
circumstances where it may still be con- 
sidered a cash basis but is in fact not a 
cash basis at all; that the true income is 
rarely determined by its use; and that if 
strictly adhered to, it has a very narrow 
application. 

From its start as the mandatory basis— 
required to be used unless the individual 
keeps accounts on some other basis which 
clearly reflects his income—the cash basis 
has, by enactment of alternatives and excep- 
tions, by regulation, and by court interpreta- 
tion, itself become the exception, at least 
so far as concerns the income tax returns 
which present any problem in ascertaining 
true income. Where salary or wages con- 
stitute the entire gross income, and where 
the optional standard deduction is used, 
there is no problem; this concerns the vast 
majority of individual taxpayers. 
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Reporting True Income 


Instead of stressing the cash basis, if 
emphasis were placed on reporting true in- 
come—items of gross income, and of de- 
ductions applicable thereto, which are 
reasonably ascertainable during the taxable 
year, whether or not actually received or 
paid within the year—it is believed that 
greater accuracy in reporting would be 


achieved, and administration of the income 
tax would be further simplified. 


Expensive and complicated bookkeeping 
is not required. A fixed rule such as is sug- 
gested would be understandable to the class 
of taxpayers concerned, and would be 
preferable to the confusing and inconsistent 
requirements which have been developed 
throughout the years of administration of 
the income tax. [The End] 


State Income Tax Collections at All Time High 


on INDIVIDUAL AND CORPORATION income tax collections have 
shown a remarkable increase during the past five years, according to the Tar 
Administrators News (November, 1945). The combined individual and corporate 


receipts for thirty-one states in 1944 equaled $782.4 million, 114.3 per cent more than 


Despite the repeal of the South Dakota and 
West Virginia taxes in 1943 and 1942 respectively, the 1944 total was also 12.4 per 


the 1940 total for thirty-four states. 


cent above that for 1943. The 1944 total is not, however, equivalent to the final 


total, because the Arizona, Arkansas and Vermont collections include only the first 
six months of the year. 


The following states received the greatest amount of revenue during 1944: New 
York—$258.0 million, California—$106.3 million, Pennsylvania—$68.1 million, Wis- 
consin—$58.7 million, and Massachusetts—$55.9 million. All of these states except 
Pennsylvania, which taxes only corporations, tax both corporations and individuals. 


The states reporting the highest percentage increases in 1944 collections over 
those of 1943 were: Pennsylvania—36.9 per cent, New York—30.4 per cent, Missis- 
sippi—28.0 per cent, and Arizona—26.5 per cent. Three states recorded increases 
slightly above the all-states average of 12.4 per cent: North Dakota—13.0 per cent, 
California—13.1 per cent, and Louisiana—14.1 per cent. 


In 1943 only Iowa, Kentucky, Maryland and Tennessee showed revenue de- 
creases from the preceding year. By 1944 the rate of increases in collections declined 
from previous years; eleven states recorded decreases from 1943. Because of the 


cutback in war production, the trend towards decreasing collections may prove to 
be even more pronounced in 1945. 


State Aviation Fuel Taxation 
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This article is based upon a recent address by Mr. Young before taxmen in 
Philadelphia. Since it is as one listener put it,.“a most intelligent and forthright 
discussion of the subject,” it is used here for the benefit of the much larger 
audience who read TAXES. Mr. Young is a member of the firm of Stradley, 


T HE CASES now pending before the 
United States Supreme Court in its 
October, 1945 term which involve tax issues 
range from those of very live interest, in- 
volving the form in which business organi- 
zations can most economically be conducted, 
to those of rather moribund issues, such as 
contracts restricting the payment of divi- 
dends under the 1936 act. Oddly enough, 
very few of the cases involve clear conflicts 
of opinion between the various circuit courts 
of appeals, so that we must, of necessity, 
conclude that the Supreme Court has con- 
sidered some of these decisions as raising 
issues of general importance in administer- 
ing the law, a possibility which seems some- 
what doubtful in a few of the cases, or as 
clearly erroneous. 


Deduction of Interest 


Under cases involving the form in which 
business is conducted are two considering 
the deductibility of interest on so-called 
debenture bonds. This issue is a fairly live 
one today, as it is one of two aspects that 
affect the desirability of recapitalizing cor- 
porations. Prior to the enactment of the 
excess profits tax, there was a noticeable 
trend in the character of corporate securi- 
ties away from preferred stocks toward 
bonds in order to secure the advantage of 
the interest deduction. This trend was 
somewhat slowed down in the case of cor- 
porations using invested capital because of 
the effect of the excess profits tax. How- 
ever, the elimination of the excess profits 
tax discloses a greater differential between 
individual tax rates and corporate tax rates 
than was the case before the war, so that 
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the trend toward debt capitalization would 
ordinarily be revived. There may, of course, 
be some uncertainty as to the renewal of 
the trend, depending upon future legislation 
calculated to avoid double taxation of cor- 
porate income. 


There is a group of recent cases in- 
volving the definition of a recapitalization 
and the question of “business purpose,” 
where debt securities are issued in exchange 
for equity securities. One of these, the 
Bazley case, is now pending before our local 
circuit court of appeals. Most of these 
cases, however, involve exchanges of com- 
mon stock for common stock and preferred, 
whereas there are older decisions, primarily 
the Schoo case, at 47 BTA 459 [CCH Dec. 
12,802], and the Annis case, at 2 TC 1096 
[CCH Dec. 13,605], where exchanges of 
preferred for lower return bonds were held 
to be recapitalizations. The trend toward 
debt securities, therefore, may be slowed 
down somewhat until this issue of “business 
purpose” is further clarified. 


It is, in any event, important to deter- 
mine what type of debt securities will give 
rise to an interest deduction. This issue was 
present in the Kelley case [45-1 ustc § 9117], 
decided in favor of the Commissioner by 
the Circuit Court of Appeals for the Sev- 
enth Circuit, and in the Talbot Mills case, 
[45-1 ustc J 9122] likewise decided in favor 
of the Commissioner by the Circuit Court 
of Appeals for the First Circuit. In both 
cases the obligations had been issued by the 
corporation to its stockholders; in the Kelley 
case in exchange for preferred stock carry- 
ing a lower annual return, and in the Talbot 
Mills case for common stock in the type of 
transaction that was held by the Tax Court 
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not to result in a reorganization in the 
Adams case several months ago. In the 
Kelley case, the bonds were pure income 
obligations with no minimum amount of 
interest due and no accumulations of unpaid 
interest, and the bondholders were deferred 
to general creditors. In the Talbot Mills 
case, the interest, the payment of which 
could be deferred, was at a rate of two to 
ten per cent, depending upon income. The 
corporation had the right, which it exer- 
cised on two occasions, to subordinate the 


bonds and there was a covenant against 
liens. 


In the Kelley case the issue may be de- 
cided by a further clarification of the rule 
of the Dobson case, as the circuit court of 
appeals reversed the Tax Court, and con- 
ceivably the issue in these cases may be 
considered to be a pure question of fact. 
The Kelley case would seem to be a fairly 
strong case for the government, as the only 
resemblance to a bond, as distinguished 
from the preferred stock, is a fixed maturity. 
In the Talbot Mills case, the bond did re- 
quire a minimum amount of interest and 
there was a covenant against liens and sub- 
ordination was not automatic. Among the 
issues raised by the taxpayer in its petition 
for certiorari is whether the test of deduc- 
tibility is dependent in any way upon the 
reasons why the bonds were issued or 
whether the sole question is to determine 
whether the obligations are an “indebted- 
ness” under the Internal Revenue Code. 


Family Partnerships 


There are three other cases before the 
Supreme Court concerning the form of or- 
ganization, these cases being involved with 
the very contentious issue of family part- 
nerships. Again there is a very noticeable 
trend toward partnerships before the impo- 
sition of the excess profits tax, which trend 
was somewhat accelerated by reason of 
that form of taxation. There is some reason 
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to believe that the repeal,of the excess 
profits tax will arrest that trend because of 
individual tax rates. It would seem further 
that any progress toward avoiding double 
taxation of corporate income would tend to 
slow down the trend toward partnership 
form of business. These possibilities do not, 
however, rob the pending case of possible 
significance. 


Two cases involved are the Lusthaus case 
[45-1 ustc § 9261], in which the Circuit 
Court of Appeals for the Third Circuit 
affirmed the Tax Court’s finding against the 
taxpayer, and the Tower case [45-1 ustc 
{ 9246], where the Circuit Court of Appeals 
for the Sixth Circuit reversed the Tax 
Court’s decision against the taxpayer. 
There were dissents in both decisions. The 
fact of reversal in the Tower case may be 
the basis for an application of the Dobson 
case doctrine of the limitation on judicial 
review, for I believe that many people will 
agree that the family partnership issue is 
dependent largely upon the interpretation 
of a great many facts which differ in each 
case. Both were cases where capital was a 
substantial income-producing factor. In 
both cases the technicalities of transfer of 
title to capital in organizing the partner- 
ships were carefully observed. In the 
Lusthaus case the transfer was by bill of 
sale where the consideration was cash (pre- 
viously given by the husband to the wife) 
and serial notes, which the wife was finan- 
cially able to pay and did pay to the husband 
when they matured. In the Tower case title 
was transferred by a gift of stock of a cor- 
poration which thereafter liquidated, the 
stockholders becoming partners in accord- 
ance with their several interests as former 
stockholders. There was a moderate non- 
family interest involved. In the Tower case 
salaries were paid to the active partners, a 
factor not present in the Lusthaus case. Gift 
tax returns were filed in both cases. The issue 
between the Tax Court and the circuit court in 
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the Tower case seemed to be narrowly limited 
to the question as to whether the wife in 
fact contributed capital. In the Lusthaus 
case the dissent said it was largely a ques- 
tion of determining whether the partnership 
was a proper one under local law. Based 
on other decisions to date, this seems to be 
too narrow a ground. Out of these cases 
would seem to come either a long-awaited 
statement of principle or else an elaboration 
upon the theory of the Dobson decision. 


A third partnership case, Argo v. Com- 
missioner [45-2 ustc { 9342], on which cer- 
tiorari was denied, involved a_ further 
diminution of the rule of res judicata and 
also the limitation upon judicial review of 
questions of fact. The Circuit Court of 
Appeals for the Fifth Circuit held that a 
judgment involving the same taxpayer in a 
district court suit against the collector in 
which the validity of a family partnership 
was recognized does not bind the Tax 
Court on the same issue in a later year. 
Likewise, the question of recognition of a 
family partnership was considered a ques- 
tion of fact that the circuit court would not 
review. It is very interesting on this latter 
point to distinguish this case from the Tower 
decision. 


Another petition for certiorari, in the Doll 
case [45-1 ustc J 9275], was denied. In this 
case the Circuit Court of Appeals for the 
Eighth Circuit denied the tax effect of a 
partnership between husband and wife. It 
should be observed, however, that the part- 
nership was one where personal services 
were the principal income-producing factors 
and the amenities of the law, as to transfer 
of title and the like, were fairly consistently 
ignored by the taxpayer. 


Stock Losses 


In a case involving the question of stock 
loss, the Supreme Court seems to be look- 
ing into a question that most tax practi- 
tioners have heretofore felt to be fairly well 
established. The taxpayer in the Boehm 
case [45-1 ustc 9136] was unsuccessful 
before the Circuit Court of Appeals for the 
Second Circuit in establishing a worthless 
stock loss for 1937. The facts are substan- 
tially as follows: There was a receivership 
in 1932. The receivers filed a report for 
1934, showing the company insolvent. A 
suit against directors, alleging the right to 
a substantial recovery, was begun in 1932 
by the receiver. A claim for stock loss in 
1934 was disallowed by the Commissioner. 
In 1937 the receiver was discharged, the 
suit against the directors was settled, and 
the taxpayer received a distribution from 


the receiver by reason of the settlement 
of the suit of $12,500. He thereupon claimed 
for 1937 the balance of his investment in 
the stock as a loss, which claim was denied 
by the Tax Court and the Circuit Court of 
Appeals. In the petition for certiorari, the 
ground alleged was the failure of the Tax 
Court to adopt the “subjective test” in deter- 
mining when the loss took place. The circuit 
court said that the test should be objective 
in character and, in so deciding, seems to 
have followed the generally accepted law. 
If this is the basis for the granting of cer- 
tiorari, the outcome of the case will be ex- 
tremely interesting. There is, however, 
another aspect to the case, in that the cir- 
cuit court, overruling the Tax Court, held 
that there was no profit to be reported in 
1937 to the extent of the recoupment, since 
no loss had been taken or allowed in any 
prior year. It would not ordinarily be ex- 
pected that the Supreme Court would use 
this issue as the basis for granting certi- 
orari, particularly since it was the taxpayer 
that asked for certiorari. 


Deduction of Traveling Expenses 


The Flowers case [45-1 ustc § 9227], de- 
cided by the Fifth Circuit, which reversed 
the Tax Court, involves the fairly live ques- 
tion of traveling and living expenses while 
away from home. This is_ particularly 
significant in view of the fact that such ex- 
penses are allowable in determining ad- 
justed gross income. In this case a lawyer 
lived in Jackson, Mississippi, with his 
family, where he had practiced retaining for 
many years, and found it necessary to com- 
mute to Mobile, Alabama, thirty or forty 
times a year, by reason of his employment as 
general counsel and vice-president of the 
Gulf, Mobile & Ohio Railroad. He received 
all of his compensation from the railroad, 
although he retained a partnership in a law 
firm in Jackson for the purpose, among 
other things, of retaining some practice 


in the event he should lose his employment 
as general counsel for the railroad. He 


spent from thirty or forty per cent of his 
available working time in Mobile and was suc- 
cessful before the Circuit Court of Appeals in 
deducting both traveling expenses from Jack- 
son to Mobile and living expenses at Mobile. 
The question seems to be whether home 
means, as found by the Tax Court, the post, 
station, or place of business where the tax- 
payer is employed or the place where he 
permanently resides, as found by the circuit 
court. The Commissioner in effect con- 
tended that the home follows the job. 
According to the Circuit Court opinion, its 
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ruling did not change the old decisions dis- 
allowing commutation expenses to and from 
work in the same locality. [But see digest 
of Supreme Court decision, page 174— 
Editor ] 


Gross Income 


The Wilcox case [45-1 ustc { 9264] in- 
volves an issue which, I trust, has rather 
limited application. The Circuit Court of 
Appeals for the Ninth Circuit, reversing 
the Tax Court, held that a bookkeeper who 
converted $12,000 of his employer’s funds, 
which he gambled and lost, was not tax- 
able on the money that he had embezzled. 
Under the facts he pleaded guilty, was sen- 
tenced, served part of his time and was 
paroled and the embezzlement was never 
condoned or forgiven by the employer. The 
Circuit Court based its opinion upon the fact 
that the money did not belong to him, 
and, as a matter of fact, when confronted 
with the facts, he did not claim any right 
to the money and promptly acknowledged 
his guilt. There is a possible conflict of 
authority with the Eighth Circuit in a case 
involving a fraud, but the court apparently 
listinguishes between a fraud and a con- 
scious embezzlement. There might be an 
even finer distinction between the brazen em- 
bezzler and the contrite embezzler. Aside 
from the possible conflict with the Eighth 
Circuit, the case does not seem to involve 
4a matter of general interest on its narrow 
facts, and may perhaps furnish opportunity 
for the court’s expounding some basic con- 
cept of taxable income. 


Basis of Depletion Allowance 


There are two cases involving the basis 
for percentage depletion allowance. In 
hoth cases the owner of oil-bearing lands 
transferred the property to a driller, re- 
serving a royalty and also reserving the 
right to a certain percentage of the net 
profits of the operating company from oil 
taken out of the ground in question. The 
Circuit Court of Appeals for the Fifth Cir- 
cuit, with one dissent, decided against the 
Kirby Petroleum Company [45-1 ustc 
79203], saying the “net profits” did not 
constitute “gross income” to the taxpayer, 
in determining the basis of the twenty- 
_seven and one-half per cent depletion al- 
lowance. No issue was raised as to the 
reserved fractional royalty or the bonus 
that was paid. The Circuit Court of Ap- 
peals for the Ninth Circuit in the Craw- 
ford case [45-1 ustc J 9276], on the other 
hand, held that the net profit payment was 
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a proper basis for the percentage depletion 
allowance, stating that, although it may 
have been net profits to the operator, it 
was gross income to the taxpayer, Craw- 
ford. There is a possible distinction in that 
under California law (involved in the Craw- 
ford case) the reservation of net profits is 
considered an interest in land, whereas 
under Texas law (involved in the Kirby 
case) this reservation was not considered 
an interest in land. 


Contemplation of Death 


The cases pending before the court in- 
volve three issues of estate tax law, one, 
the case of the Spalding Estate [45-1 ustc 
{ 10,199], which is docketed under the name 
of the Trust Company of Georgia, being 
particularly important. In this case a 
spendthrift trust was created in 1925 which 
reserved to the settlor the right in con- 
junction with the trustee and the life tenant 
to “amend, change, enlarge and limit, but 
not to revoke the trust”. It was con- 
sidered at that time that such a trust was 
not subject to estate tax on the death of 
the settlor due to cases that led up to the 
Supreme Court decision of Reinecke v. The 
Northern Trust Company. In 1936, however, 
the City Bank Farmers Trust Company deci- 
sion of the Supreme Court overruled its 
previous position. The settlor promptly 
released his power at a time when his health 
was entirely satisfactory. He died, how- 
ever, within two years of the date of the 
release of the power and the Commissioner 
claimed that the release was a-transfer in 
contemplation of death since it was admit- 
ted for the record that the only purpose in 
executing the release was to eliminate estate 
taxes which he thought (12 years before) 
that he had satisfactorily avoided. It was 
found by both the district and the circuit 
courts that the taxpayer had no reason to 
expect death earlier than his normal expec- 
tancy (which expectancy he did not realize). 
The Circuit Court of Appeals for the Fifth 
Circuit held that it did not consider that a 
dominant purpose to evade taxes made the 
transfer taxable as there was no feeling on 
the part of the decedent that death was 
near at hand. The court treated all of the 
dispositive desires as dating back to 1925. 
There was a dictum that if there had been 
transfers of substantial property rights in- 
stead of a very tenuous interest the decision 
might be different. This decision seems 
extremely important in view of the large 
activity during the last year or so in re- 
leasing powers of appointment, the retention 
oi which would have resulted in subjecting 
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to estate taxes property subject to the 
power. 


Trusts Reserving a Power to 
Terminate 


The second estate tax case (the Holmes 
case, 45-1 ustc J 10,197) on its facts involves 
a very narrow issue, but the decision of the 
Supreme Court could easily give rise to 
statements which would return to plague 
many tax practitioners. The making of 
such statements seems to have become an 
amiable habit of the court, as witness some 
of the statements of the Goldstein case in 
the last term of court. The narrow issue 
of this case is whether a tax should be im- 
posed upon the death of the settlor of a 
fifteen-year irrevocable trust where the settlor 
had the right to terminate the trust at any 
time and also the right to permit income to be 
accumulated or distributed and the right 
to make distributions of principal for the 
“maintenance, welfare or happiness” of the 
children. The trust was made before 1936, 
prior to which time the law imposed tax 
upon the retention of rights to alter, amend, 
or revoke. It was not until after 1936 that 
trusts with the power to terminate were 
expressly brought within the statute. The 
Circuit Court of Appeals for the Fifth Cir- 
cuit affirmed the Tax Court’s decision that 
the trust was not taxable. A dissenting 
opinion points out that the power retained 
permitted the settlor to cut off contingent 
interests or to make contingent interests 
vested. No question was raised about the 
fact that there was a possibility of reverter 
by reason of the fact that the ultimate gift 
was to the heirs of the settlor’s wife, and 
this may be brought out by the Supreme 
Court’s decision. A broader issue would 
seem to raise the question as to whether 
this type of case is within the ambit of the 
Porter or Sanford type of situation. 


The third estate tax issue involves the 
constitutionality of the imposition of the 
estate tax on the entire community property 
in which a deceased spouse had an interest. 
The Supreme Court in the Weiner and the 
Herbst estate cases reversed the lower 
court and held that the taxation of the sur- 
viving spouse’s interest in the community 
property was proper and not violative of 
the “due process” and “uniformity” provi- 
sions of the Constitution. Aside from the 
significance of the case to taxpayers in the so- 
called Community Property States the 
decision is of interest as further indicating 
the possibilities of broadening, generally, 


the scope of the present gift-estate system 
of taxation. The opinion is of little value 
as a precedent for income taxation as the 
court was careful to point out that it was 
considering an excise and not a direct tax. 


Miscellaneous Problems 


Aside from a case involving the right to 
tax state property, the other five cases have 
to do with decisions of more limited applica- 
tion. In the Glass City Bank case [45-1 ustc 
{ 9157], the Circuit Court of Appeals for 
the Third Circuit affirmed the district 
court’s finding that a federal lien applied 
to after-acquired personal property, in this 
case the fee that was earned by a receiver. 
The filing of the lien was clearly prior to 
the garnishment by a judgment creditor. 
This case definitely involves a difference of 
opinion between the circuits, but it is of 
passing interest that the decision of one 
of the circuit courts of appeals was one as 
to which the Supreme Court had previously 
refused certiorari. This fact is a further 
warning against laying too much stock in 
the Supreme Court’s refusal to grant cer- 
tiorari in a particular case. 

The Hercules Gasoline Company case [45-1 
ustc J 9196] involves the rather archaic ques- 
tion as to whether a provision in a charter of a 
corporation which was incorporated by ref- 
erence in a preferred stock certificate con- 
stituted a written contract restricting the 
payment of dividends under the undistrib- 
uted profits tax of 1936. The Circuit Court 
of Appeals for the Fifth Circuit reluctantly 
held that it did not, relying upon the Su- 
preme Court decision in the Northwest 
Rolling Mill case, which held that a provi- 
sion in a statute incorporated by reference 
in a charter was not such a written contract. 
This case would have been a very welcome 
one five years ago, but seems to be some- 
what out of date and of limited value even 
though the Supreme Court should reverse 
the circuit court. 

The Fisher case [45-1 ustc J 9239], aris- 
ing out of a decision in the Sixth Circuit, 
involves the retroactive effect of the 1940 
amendment of section 115 of the code 
changing the basis for determining accu- 
mulated earnings and profits available for 
distribution as a taxable dividend from that 
announced in decisions in the Young and 
Farish cases to one in which profits are cal- 
culated for this purpose as in determining 
net income. In the Cleveland case [45-1 
ustc J 10,196], the Second Circuit, reversing 
the district court, held that where an estate 
tax case before the district court was closed 
by stipulation of counsel, a further refund 
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could not be claimed based upon a deduc- 
tion for attorney’s fees paid with reference 
to the first suit. The court pointed out the 
propriety of using estimates in settling the 
first suit. The reason for granting certiorari 
furnishes an interesting basis for specula- 
tion, when compared with the rule of res 
judicata in the Argo case. 


The Johnson case [45-1 ustc { 9281] 
raises the issue regarding circumstances under 
which a circuit court could require a dis- 
trict court to grant a new trial where 
perjured testimony and newly-discovered 
evidence was involved. It is possible that 
the Supreme Court granted certiorari in 
this case because it had previously reviewed 
the merits of the case in chief. 


There is one case pending before the 
Supreme Court involving the Cherry Cotton 
Mills, a decision by the Court of Claims 
[45-1 ustc J 9300] with one dissent, where 
the Government was permitted to offset a 
claim of the Reconstruction Finance Cor- 
poration against a claim for refund of 
processing taxes illegally collected. The 
processing tax claim for refund was not 
assigned as collateral to the R. F. C. Judge 
Madden appeared to me to have begged the 
question by waiving aside the technical 
arguments, saying that it saved a lot of 
trouble in permitting the offset. Most law- 
yers will recognize that the theory of 
counterclaim permitted by the Court of 
Claims is somewhat radical and the Supreme 
Court’s opinion on this case will have some 
interest to lawyers. There were other cases 
on which certiorari was denied, which seem 


to me to be of greater significance in the 
law, such as the Mack case, decided in the 
Third Circuit, where property purchased 
under an inherited option was held to have 
acquired no additional “cost” by reason of 
the value at date of death of the option, or 
the case of the Longhorn Portland Cement 
Company, where compromised payments of 
penalties in state anti-trust suits contested 
in good faith were held not to give rise to 
a deduction. 


Record on Granting Certiorari 


It is perhaps significant to observe that 
the Commissioner requested certiorari in 
only eight cases and his petition was granted 
in every one, whereas the taxpayers have 
requested certiorari in thirty-seven cases and 
have been successful in only ten. This is some 
index of the chances of success of the typi- 
cal taxpayer’s petition to the Supreme 
Court. It is also a very strong indication 
of the conservative policy of the Commis- 
sioner in requesting certiorari and the 
batting average that the Commissioner has 
obtained would strongly recommend a pol- 
icy more similar to that which he has 
followed. A comparable situation existed 
in the last term of court where the Com- 
missioner had more than half of his peti- 
tions granted while the taxpayers had less 
than one-fourth of their petitions granted. I 
consider that these figures carry with them 
certain very practical suggestions to per- 
sons contemplating applying for writs of 
certiorari to the Supreme Court. 


[The End] 








A New Terror in Marital Tax Confidences 


“We cannot understand on what conceivable theory the income from the invest- 


ments made by the children’s mother is to be taken as the plaintiff’s. The defendant 
suggests nothing to support this extraordinary position except that she uniformly 
consuled her husband about what she should do. It would indeed add terror to 
marital confidences if, whenever a woman asked her husband’s advice, sporadically 
or uniformly, about what to do with their children’s money, she took the chance 
that their income would be added to his for purposes of taxation. It may be that 
for tax purposes the jural indissolubility of the family will in the end be restored 
to the position it occupied in archaic law; but so far that has not happened.”—L. 
HAnp, Circuit Judge, in Lothair S. Kohnstamm, appellant v. William J. Pedrick, Col- 
lector, appellee, CCA-2, December 28, 1945, 46-1 ustc § 9122. 
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Some pertinent cases with— 


FACTS And FIGURES 


on Reasonable Compensation 


By VICTOR R. WOLDER, 





S UBSTANTIALLY all of the cases de- 
\7 cided by the United States Tax Court 
for the seven-month period ending with 
October, 1945, relating to what constitutes 
reasonable compensation for officers and 
employees of closely held corporations, are 
covered in this article. There follow a re- 
view of these cases, with explanatory tables 
and quotations from the opinions; some 
conclusions to be drawn from the cases; 
and finally, a check list of questions to be 
asked in digging out the pertinent facts. 


N. A. Woodworth Co. 


In N. A. Woodworth Co. v. Commissioner 
(April, 1945, CCH Dec. 14,523(M), Judge 
Disney), it was held that the president, 
general manager, and treasurer of the tax- 
payer, who received a salary on a fixed basic 
sum, plus a percentage of operating profits 
and a percentage of net sales, was entitled 
to $34,000 in 1940 and $100,000 (out of 
$143,000) for eleven months in 1941. The 
Commissioner had sought to reduce the 1940 
salary to $25,000 and the 1941 salary from 
$143,000 to $33,000. 

Said the Court: “Woodworth in 1937, for 
services in general similar to those here in- 
volved, and for a company in which his 
stockholdings were exceedingly small, re- 
ceived about $87,000 and others, drawing 
salaries in high figures, performed services 
similar to those also performed by Wood- 
worth for the petitioner. It is clear that 
his special training and abilities contributed 
very largely indeed to the success and re- 
markable growth of petitioner from a small 





Attorney in New York City 


business to one of the great proportions. 
The record is convincing that he was the 
motivating factor in the company, its suc- 
cess or failure dependent on him. Though 
we do not consider that he should be given 
as much credit for getting customers or 
business as petitioner contends, nevertheless 
business came to the corporation and was 
efficiently handled because of him.” 


1940 1941* 
Sales $592,000 $2,975,000 
Net before salaries 160,700 825,000 
So  —— wen ee Me See 
Pret atter S@lacies.... ...2.. 0 = awuce 
i Ea eee eee 


Net aiter tawes......  .u.%. ae 

Total salaries disputed 34,000 143,000 
Commissioner allowed 25,000 33,000 
Tax Court allowed 34,000 100,000 


Commercial Forgings Co. 


In Commercial Forgings Co. v. Commis- 
stoner (April, 1945, CCH Dec. 14,525(M), 
Judge Van Fossan), the Tax Court upheld 
the Commissioner in disallowing $102,000 
of the $210,899 salaries paid to two officers 
and three old employees. 

Commented the Court: “In this proceed- 
ing the burden of proof is on petitioner to 
prove both the unreasonableness of the sal- 
aries allowed by the respondent and the 
salaries claimed.” Crescent Bed Co. v. Com., 
133 F. (2d) 424 (43-1 ustc 99292). The 
Shield Co., Inc., 2 TC 763 (CCH Dec. 
13,511). 


2 1 1 months. 





1936 1940 1941 
a i ak ow cack oes hele $262,000 $464,700 $1,027,000 
Net before salaries .. 46,000 48,700 308,997 
RS ca a 3 o, 9 bok 91,000 183,000 447,000 
Net before taxes ........ 17,000 48,000 182,000 
I a ein ats ei Ot ta Satin 4,600 17,000 107,000 
POE AU GUMOG ocak oie cies bwin 12,400 31,000 75,000 
Total salary disputed ............ ee pees 210,599 
Commissioner allowed ..........  ..... ae 108,000 
Tax Court allowed ...........65... ner oe 108,000 
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M. J. Corboy Co. 


In M. J. Corboy Co. v. Commissioner 
(April, 1945, CCH Dec. 14,535(M), Judge 
Arundell), a salary of $50,400 for 1941 was 
approved, being an increase from $17,000 


Sales a ea 
Net before salaries 
Salaries 

Net after salaries 
Federal income takes ...........: 
Net after taxes 

Total salary disputed 
Commissioner allowed 

Tax Court allowed 


Kindt-Collins 


In Kindt-Collins v. Commissioner (April, 
1945, CCH Dec. 14,533(M), Judge Van 
Fossan), salaries in 1940 and 1941 to three 


Sales re 

Net before salaries 
Salaries . 

Net before taxes 
Taxes 

Net after taxes 

Total salaries disputed 


Commissioner allowed ............ 


Tax Court allowed 


Schaefer Klaussmann, Inc. 


In Schaefer Klaussmann, Inc., and others 
(May, 1945, CCH Dec. 14,569(M), Judge 
Smith), it was held that compensation in- 
cluding payments to two officers in the total 
sum of $69,000 was reasonable where alto- 
gether there were five officers and compen- 
sation for all was not in excess of $100,776, 
made up of salaries of $76,900, and premiums 
annuities of $23,876. 


1937 
$1,892,000 


Sales .... mod ape 
Net before salaries 
Salaries 

Net before taxes 
Federal income taxes 
Net after taxes 

Total salary disputed 
Commissioner allowed 
Tax Court allowed 


Reasonable Compensation Cases 


1936 


the year before—in a company where there 
were only three stockholders. The Com- 
missioner sought to disallow $23,900 of the 
$50,400. 


1940 


$621,000 
34,600 
20,600 
14,000 


1941 


$3,200,000 
483,920 
60,400 
423,520 


officers owning the corporation were upheld 
in amounts of $31,000 and $41,200, where the 
Commissioner sought to disallow $11,000 
and $26,000 respectively. 

1937 


1940 1941 


$767,000 
108,000 
41,200 
56,800 


$419,000 
55,600 
31,000 
24,600 


Said the Court: “Considering the out- 
standing qualifications of these petitions for 
the business in which the corporation was 
engaged, and the comparatively small sala- 
ries which they received in the lean years 
following the organization of the business, 
we do not think that their compensation as 
increased by the cost of the annuity con- 
tracts, was more than reasonable in amount.” 


1940 


$1,842,144 
64,793 
40,393 
24,400 


1941 


$2,944,000 
176,776 
100,776 
76,000 








Clinton Co. 


In Clinton Co. v. Commissioner (May, 1945, 
CCH Dec. 14,572(M), Judge Kern), it was 
held that two officers who themselves owned 
60%, and with members of their family, 
80% of the corporate stock, were paid 


















































































Elbert Steel Corporation 
In Elbert Steel Corporation v. 


Commis- 
sioner (May, 1945, CCH Dec. 14,576(M), 
Judge Arundell) it was held that $46,000 
paid to Kitfield—representing all the profits 












1939 
ae ee 


Net before salaries ......... 
Salaries ie Med OP eMac altos ee Sects 
Profit before taxes ....(Loss) 50,000 
Federal income taxes 
Net after taxes ........ Sse 
Total salary disputed........ 
Commissioner allowed 
Tax Court allowed ... 






































Streine Tool & Mfg. Co. 


In Streine Tool & Mfg. Co. v. Commis- 
sioner (June, 1945, CCH Dec. 14,650(M), 











1937 











Net before salaries... 
MUMMMOEER 3 5. se o/b sos aes 
Net after salaries..... 
Federal income taxes ........ 
Wet ater tases . |... coho cciws 
Total salary disputed ........ 
Commissioner allowed ....... 
‘Fax Court allowed .......... 













































Seater eee eee $469,000 
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$33,200 in 1940 (all officers received total 
of $41,250) and $55,400 in 1941 (all officers 
received total of $64,000). The Tax Court 
sustained the 1940 salary and disallowed 
$12,000 of the 1941 salary. 





1937 1940 1941 





ee da $365,000 $465,000 $672,000 
Net before salaries ..............; 41,700 77,150 119,500 
ee et a ee 25,000 41,250 64,000 
Peet. iter Salaries... 2.5 ...-5%.. 16,700 35,900 55,500 
Federal income taxes ............ 2,000 10,200 20,500 
eee ee 14,700 25,700 35,000 
‘Total salaries disputed ............ 0 ..-%- 33,200 55,400 
Commissioner allowed ............ «ess: 27,000 43,400 
"eae GCOMEC BOWES ©. oa0 25 eccee “ends 33,200 43,400 


—was reasonable where he pulled the cor- 


poration out of the red, and where the basis 
on which the corporation employed him 
was that he was to receive all the profits. 





1940 1941 1942 

$200,000 $687,000... 
12,800 46,000 $35,000 
ican 46,000... 
eae 25,000... 


Judge Leech), it was held that total com- 
pensation of $69,384.71 to five officers and 
employees was reasonable. 





1940 1941 


$485,000.00 $928,891.00 
ce 1 et eee 198,000.00 
oe, | Cea 69,384.71 
61,492.29 129,002.70 


eae 69,000.00 
eae 50,000.00 
ike 69,000.00 
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Seng Waterway Warehouse Co. 


In Seng Waterway Warehouse Co. v. Com- 
missioner (June, 1945, CCH Dec. 14,649(M), 
Judge Kern), the salaries paid to four em- 


1939 
$173,174.33 
46,917.15 
32,400.00 
14,517.15 
1,944.28 
12,572.87 


Net before salaries 
Salaries 

Net after salaries 
Federal income taxes 
Net after taxes 

Total salary disputed 
Commissioner allowed 
Tax Court allowed 


Friedlander Corporation 


In Friedlander Corporation v. Commis- 
sioner (June, 1945, CCH Dec. 14,638(M), 
Judge Tyson), the payments were made not 
because the employees were stockholders, 
but because they all performed services 
peculiarly valuable. Benz Bros. Co.,20 BTA 
1214, 1222. 

1941 
Total salary disputed ...... 
Commissioner allowed 
Tax Court allowed ........:.... 


North Carolina Equipment Co. 


North Carolina Equipment Co. v. Commis- 
sioner (June, 1945, CCH Dec. 14,603(M), 
Judge Smith), sustained an increase of com- 
pensation from $17,000 in 1938 to $102,000 
in 1941 for taxpayer’s chief officer, who 
owned the controlling stock interest, where 
the method fixing the compensation was en- 
tered into some years before. There were 
five other officers receiving $66,000 com- 
pensation. 


1937 
$748,000 


1941* 
Sales $3,572,000 
Net before salaries. . 
Salaries 

Net after salaries. . 
Federal income taxes 
Net after taxes..... 
Total salary disputed 
Commissioner allowed 
Tax Court allowed.. 


168,000 
266,900 
157,000 
109,200 
102,000 

40,000 
102,000 


Where compensation is being paid on the 
basis of an agreement made several years 
before the tax year, the question is not es- 
sentially whether the compensation itself is 
reasonable, but whether the agreement was 


* 11 months. 


Reasonable Compensation Cases 


ployees, who controlled 100% of the stock 
of the corporation in 1941, in the total sum 
of $56,000, which was an increase over previ- 
ous years, were upheld as reasonable. 


1940 1941 


$204,508.17 $289,440.68 
59,251.19 94,886.26 
29,400.00 56,000.00 
29,851.19 38,886.28 
7,633.85 15,639.21 
22,217.34 23,247.07 


56,000.00 


reasonable at the time it was made. Thus, 
in approving the $102,000 compensation for 
1941, the Court said: 


“Its success depended almost entirely 
upon the brains, efforts and energy of 
Finley. He not only acted as salesman, but 
also was at all times the chief active officer 
and guiding genius. He personally ob- 
tained the exclusive sales contracts, trained 
and supervised the salesmen, and obtained 
the credit upon which the business was car- 
ried on and expanded.” 


See also Austin v. U. S., 28 F. (2d) 677, 
1 ustc § 329. 


Despatch Oven Company 


In Despatch Oven Company v. Commis- 
stoner (June, 1945, CCH Dec. 14,648(M), 
Judge Leech), compensation of $40,000 to 
two officers was upheld as reasonable where 
business increased in volume. The Court 
said: 


“Petitioner’s business is very unusual. 
The capital investment is small. The facts 
show that it is built around, and its success 
unquestionably attributable to, the unusual 
abilities of these two officers. Respondent, 
according to the statement of his counsel in 
argument, disallowed a portion of each of 
their salaries by reason of the fact that the 
increase for 1940 was very large as com- 
pared to the salaries paid them for the two 
preceding years. This, however, has been 
explained by the proof of the conditions ex- 
isting in those years. Thus it was estab- 
lished that the low salaries then paid were 
due, not to a lessening in the services they 
rendered, but to the inability of petitioner, 
because of depressed business conditions, to 
pay more. The action by respondent over- 
looks the fact that 10 years prior to the 
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taxable years here in question, A. E. Grapp gross sales of the company were only 20% 
was being paid a salary of $14,200 when the of their amount in 1941.” 


1937 1941 
SE hc xkneie ds Ak whee imens sort $243,133.90 $425,000 $898,000 





"OCAr GUEED GEO occ oO Semen =| Meise aw's 40,000 
Camsmiegniomer GHOWEG .....4.55. seyee5 ~ weareen 21,000 
nee COOFE SUOWEE 3.6520 cc ccs * 1 abcess are 40,000 










H. E. Grapp H.L. Grapp 








DEE Aste trcdenereekauaee $187,000 $14,400 $ 6,900 
ae .... Tee eee ere 12,520 10,576 
eer rer rer: eee 120,000 6,000 4,805 
RR Creer ee ee oT os a 
1940 ... ia 


p vidranp Anahaceds np re Tee 
5 aceite ® 898,000 









Baldwin Bros. Co. in and year out, operating at a loss, the 

In Baldwin Bros. Co. v. Commissioner Officers made it a practice to cancel part o} 
(July, 1945, CCH Dec. 14,698(M), Judge their salary from time to time, and in the 
Smith), it was held that, out of $88,000 paid, taxable year cancelled $68,000 of accrued 
$45,000 paid to three officers was reasonable salary and actually paid salaries totalling 
where the corporation was constantly, year only $13,200 during the taxable year. 





1939 












1940 1941 


Se eee » «eves » 2 <I eOe $737,706 $1,615,329 
Net before salaries A The 5 FN eee ow | 
Salaries RE Rar es ey 78,000 27,900 88,200 
Net loss after salaries......(L)17,500 (L)13,400 (L)45,000 
PR ee. Me, Se Bae oie waeg ete. ween. '~ VO RO take it rte 
OR TUMMININOG og Ret. Wiehe +  Bydigmase® . «© s orp’ — eben 
OGL GOlGEY “CIGOENE? iiss’ Sawcs  - | pale 88,000 


Commissioner allowed 
Tax Court allowed 





Universal Steel Company 


Universal Steel Company v. Commissioner $40,400 to one officer for 1941, when his 
(August, 1945, 5 TC 74, CCH Dec. 14,716, | salary the previous year had been only $15,400 
Judge Van Fossan) approved payment of —and the year before that only $10,400. 










1939 





1940 1941 







Sales - aoa $382,502 $538,000 $1,650,000 
Net before salaries .............. 33,800 52,000 418,000 
Salaries el | AE ee ee 20,800 30,800 50,800 
Net after salaries ....... ere 13,000 21,400 367,000 
CT rie 1,762 3,780 232,500 
Wet atter taxes ...........; ' 11,252 17,700 134,700 
Sees wereey Gee «neck | eee otk 40,400 
Commissioner allowed ........... pach oS SG Pie. 25,000 






Tax Court allowed ......... bane - eee utd 40,400 
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H. C. Stillman Shoe Company 


In H. C. Stillman Shoe Company v. Com- 
missioner (August, 1945, CCH Dec. 
14,739(M), Judge Arnold), it was held that 
where a man did work.which ordinarily 
called for additional employees, such as gen- 


Net before salaries 
Salaries 

Net after salaries 

Federal income taxes 

Net arter taxes <.......:.-. 
Total salary disputed 
Commissioner allowed 
Tax Court allowed ... 


Said the Court: “What constitutes a 
reasonable allowance for services rendered 
is essentially a question of fact, to be de- 


Charles Schwartz & Company 


In Charles Schwartz & Company v. Com- 
missioner (August, 1945, CCH Dec. 14,737(M), 
Judge Arundell), five officers, who owned 


Net before salaries 
Salaries 

Net after salaries 
Federal income taxes 
Net after taxes 
Total salary disputed 
Commissioner allowed 
Tax Court allowed 


Said the Court: “Petitioner’s was the 
only business of its kind in the country. It 
was developed by the officers, all of whom 
devoted their entire time and energies to- 
ward bringing about its success. See: 
Olympia Veneer Co., Inc., 22 BTA 892, Benz 
& Bros. Co., 20 BTA 1214, Webb & Bocor- 


Draper & Co., Inc. 


In Draper & Co., Inc. v. Commissioner 
(September, 1945, 5 TC —, No. 100, CCH 
Dec. 14,770), the Tax Court upheld $351,000 
in salaries paid to four employees as follows: 


Reasonable Compensation Cases 


1939 


$414,500 
32,700 


eral manager, factory superintendent, office 
manager, buyer, style man and salesman, 
the salaries which would ordinarily have to 
be paid to such employees can be used as 
the criteria for what a reasonable salary for 


the man should be. 


1940 


$546,000 
42,700 
20,800 
21,900 
3,100 


1941 


$691,600.00 
55,443.18 
26,000.00 
29,444.18 
6,800.00 
22,600.00 
26,000.00 
15,500.00 
26,000.00 


termined by the particular facts and circum- 
stances in each particular case. Mitler Mfg. 
Co. v. Commissioner, 149 F. (2d) 421.” 


all the stock of the corporation, were paid 
$48,000 in 1941, being an increase from 


$37,000 in 1940. 


1939 


$522,779.19 
42,372.02 
24,520.00 
17,800.00 
2,400.00 
15,400.00 


1940 


$605,500 
42,700 
33,000 
9,700 
1,500 
8,200 
33,000 
28,000 
33,000 


1941 


$75,489.07 
79,965.57 
48,000.00 
31,965.57 
10,131.45 
21,800.00 
48,000.00 
33,000.00 
48,000.00 


selhi, Inc., 1 BTA 871. Here the directors 
voted the salaries at the beginning of the 
year before the year’s earnings could be 
known—a fact which, it would seem, lends, 
to negative any purpose to distribute profits / 
rather than to fix reasonable compensation 
for services.” 


Basic Salary 


$30,000 
18,000 
18,000 
12,000 


Total 


$132,000 
90,000 
90,000 
39,000 


Bonus 


$102,000 
72,000 
72,000 
27,000 


$351,000 


$273,000 


$78,000 








From the cases here reviewed, these con- 
clusions may be drawn: 


1. The Judges of the United States Tax 
Court usually stand by the taxpayer’s de- 
termination of what salary should be paid 
to its officers and employees. 

2. The Judges of the United States Tax 
Court are generally liberal and foresighted 
in their views and policies. 

3. The viewpoint of the Treasury De- 
partment seems to be one of limitation and 
restriction, not one predicated on foresight. 


4. No taxpayer can expect to sustain a 
substantial salary deduction unless it shows 
a strong affirmative case. 


5. But having shown a strong affirmative 
case, it need have no fear of not receiving full 
support from the United States Tax Court. 


CHECK LIST 


The following is a group of questions to 
use as a check list in ascertaining the perti- 
nent facts: 


1. What percentage of the business has 
been acquired through the personal solicita- 
tion and contacts of the employee? 


2. To what extent is the employee pri- 


marily responsible for the organization of 
the taxpayer? 


3. Has the taxpayer been active in ar- 
ranging financing for the company? 


4. To what extent has the employee as- 
sisted in extending the facilities of the tax- 
payer to engage in business? 

5. Has the employee performed the serv- 
ices in a capable manner? 


6. To what extent does the employee 
dominate the business policies of the tax- 
payer? 

7. To what extent have additional terri- 
tories of the taxpayer been obtained by the 
employee? 

8. Does the employee fix the terms of 
sales, and to what extent? 


9. Is he responsible for hiring, firing, and 
training personnel? 

10. Does he fix the compensation of other 
employees? 

11. Does he personally call on customers 
with or without other salesmen? 

12. Does he handle and plan the adver- 
tising for the taxpayer and to what extent? 

13. To what extent has he made arrange- 
ments for moving the company’s plant? 

14. To what extent has he made arrange- 


ments to build new plants or facilities for 
the company? 
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15. What does he do with regard to ob- 
taining commodities, merchandise and in- 
ventory for the company? 

16. Has the employee’s judgment been 
good or bad? 

17. Was the method of compensation of 
the employee recently established or is it 
one of long standing? 

18. What other high salaried officers and 
employees are there in the company? 

19. Is there a comparable business so 
that comparison of service or salaries can 
be made? 

20. Has he contributed financially to the 
company without receiving payment of in- 
terest thereon? 

21. Does the employee work longer hours? 

22. Has he risked his personal fortune 
or large amounts when the company could 
not obtain credit elsewhere? 

23. How long has the employee been 
working for the company? 

24. Did he begin working as a boy, after 
school, in vacation time, run errands? 

25. Did he go to college, and what de- 
grees has he received? 

26. Were his marks in school high? 

27. Did he work for other companies? 

28. What work did he do for other com- 
panies? 

29. What compensation did he receive 
from other companies? 

30. What offers of employment and com- 
pensation have been made to him by other 
companies? 

31. Has a review been made of his busi- 
ness experience to date? 

32. Are the payments of compensation 
made to the employee because he is a stock- 
holder, or because he has performed services 
peculiarly valuable to the company? 

33. Why and how are the _ services 
peculiarly valuable? 

34. Are the total salaries paid by the 
company greater or less than other com- 
panies similarly situated? 

35. Were the salaries voted at the be- 
ginning or end of the tax year or were they 
voted in prior years? 

36. What is the salary and compensation 
record of the employee with the taxpayer 
and other companies for which the employee 
worked? 

37. What is the ratio. of the particular 
employee’s stockholding in the company to 
all the stock? 

38. Does the compensation paid to the 
officers and employees bear a ratio to their 
stock? 

39. Have the sales of the company in- 
creased greatly? 
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40. Has the net income of the company 
increased? 

41. Is the compensation a bonus, or a 
regular salary payment? 

42. Is the payment of a bonus of long 
standing in the history of the company? 

43. Is the payment of a bonus of long 
standing in the industry of which taxpayer 
is a member or similar industries? 

44. How much time has the employee de- 
voted to the company’s business? 

45. What are the living conditions of the 
locality in which taxpayer must live? 

46. Is he reimbursed for his traveling, 
entertaining or other expenses? 

47. Are there other people within the 
taxpayer’s organization capable of perform- 
ing the duties of the particular employee? 

48. Are there other people available in 
the industry to fill the position? 

49. What are the duties and responsi- 
bilities of the particular employee? 

50. What are the duties and responsibili- 
ties of the other employees in the organ- 
ization? 

51. What is the earning record of the 
taxpayer? 

52. What is the dividend record of the 
taxpayer? 

53. What are the surplus accumulations 
of net worth of the taxpayer? 

54. Has the taxpayer shown any out- 
standing abilities or characteristics, and 
what are they? 

55. In what particular ways has he con- 
tributed to the financial and other success 
and advancement of the company? 

56. Does he take vacations or work with- 
out vacations? 

57. Has he grown with the business? 

58. What has he done to reduce operat- 
ing costs? 

59. What has he done to revise operating 
methods? 

60. What new lines has he established? 

61. In what ways has he reduced over- 
head expenses? 

62. In what ways has he eliminated un- 
profitable lines? 

63. How has the employee become more 
skilled? 

64. Is the taxpayer’s business unique, the 
only kind in the country? 

65. Does the particular employee do work 
which ordinarily calls for other employees? 

66. If the employee does work which 
would call for two or more men, what sala- 
ries and compensation have thereby been 
eliminated? 

67. Is the taxpayer financially able to 
pay the compensation voted? 


Reasonable Compensation Cases 


68. Has the employee taken reductions 
of compensation in the past? 

69. Is the compensation now paid also 
to cover past services? 

70. Is the business a personal service 
business? 

71. Has the business of the company 
been handled in an efficient manner? 

72. Is the compensation disproportionate 
to the size and nature of the taxpayer’s 
company? 

73. Has the employee grown in useful- 
ness to the company? 

74. Has the policy of the company been 
to pay low salaries in poor times and higher 
salaries in good years? 

75. To what extent has the growth of 
the taxpayer’s business been attributed di- 
rectly to the work of the employee? 

76. Is the taxpayer’s business simple or 
complex? 

77. What do qualified experts say as to 
the worth of the employee’s services? 

78. How widely known is the employee 
in his field? 

79. Has the company’s prosperity con- 
tinued in the years subsequent to the pay- 
ment of the compensation in question? 

80. Has the employee received any gifts 
other than his compensation? 

81. What were the reasons why the em- 
ployee came to work for the taxpayer? 

82. Has the employee accomplished the 
purpose of his employment? 

83. Does the employee have a personal 
following of customers or sources of supply 
which are necessary and vital to the com- 
pany’s prosperity? 

84. Is the payment of compensation in 
fact salary or is it made for another pur- 
pose? 

85. To what extent have personal serv- 
‘ices actually been rendered? 

86. Is the compensation of the employee 
a fixed salary or is it dependent on sales or 
profits? 

87. What-risks does the employee take 
toward receiving no compensation at all? 

88. What compensation does the employee 
receive from outside sources? 

89. What ratio does the compensation 
bear to sales? 

90. What ratio does the compensation 
bear to profits? 

91. Does the employee have other busi- 
ness activities? 

92. What were the economic conditions 
prevalent at the time that the compensation 
was paid? 

93. Was the compensation agreement 
reasonable when made? 
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94. How did payment of compensation 
compare with distribution to stockholders? 

95. Is the compensation paid entirely in 
cash or is it partly paid with notes, stock, 
or in some other way? 

96. Is the compensation actually paid or 
merely accrued? 

97. Has any portion of the compensation 
subsequently been cancelled in the same or 
another tax year? 


98. Has the taxpayer’s business survived 
where competitors’ failed? 


99. What is the family relationship be- 
tween the employee and the other employees 
and stockholders? 


100. Does the salary fluctuate from year 
to year in order to eliminate profits in the 
taxpayer? 


[The End) 



























































































































LONG ON RETURNS SHORT ON PROFITS 


Probably a majority of all the corporation income tax returns ever made in 
this country have shown that the company reporting had made no net income in 
the tax year covered by the report. Certainly that is the case with more than twelve 
million returns made in the thirty years from 1913 through 1942, The returns re- 
porting no net income were slightly more numerous than those reporting net income. 


All corporations operating for a profit are required to file income tax returns, 
and these are undoubtedly the most accurate and inclusive reports on the results 
of business operations that we have. They are compiled by the Treasury Depart- 
ment, and published in Statistics of Income. The most recent year for which data 
are now available is 1942. These figures have special significance just now because 
we are discussing ability to pay as a factor in determining wage rates. The income 
tax returns show that ability to pay varies widely from year to year, and that a 
seriously large proportion of our business concerns suffer from chronic inability to 
earn any margin of net income. 


From 1913 through 1920 the returns reporting that net income had been earned 
were about sixty per cent of all those filed, but in the depression year of 1921 the 
returns which reported net income were only forty-eight per cent of all those filed. 
During the entire period of thirty years the highest proportion of returns reporting 
net income was reached in 1917 at the level of sixty-six per cent. That means that 
under the exceptionally active business conditions of war, when business incomes 
were greater than they had ever been previously, not quite two out of every three 
companies were able to make any net income. 


At the other extreme is the year 1932 in the Great Depression. In that year 
sixteen per cent, or one firm in six, reported having earned some net income. The 
new proposals for fact finding contemplate that appointees of the government shall 
recommend how the proceeds of industry shall be divided among the owners, the 
managers, the employees, and the customers. Before the enactment of legislation 
carrying such provisions, those who advocate them should reflect on the fact that 
competitive business is both a profit and a loss activity. Under the most favorable 
of conditions, four out of each six corporations can report net income. Under the 
most unfavorable conditions, only one out of each six corporations can report net 
income.—The Cleveland Trust Company Business Bulletin, January 15, 1946. 
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i OOKING AT TAXES AGAIN, 
4 after so long an absence, we are 
almost panicky at the thought of 
how much we don’t know. It isn’t 
so much what we have forgotten. 
[It’s what we never knew. We wrote 
our last copy for this department 
just before leaving Manitowoc, Wis- 
consin on June 30, 1942. We have 
seen few C. C. H. tax reporters 
since, and then only on shelves. We 
had no time to look into them. 


We wonder if history will repeat 
itself with us. When we entered the 
Navy in 1917, income taxation as a 
law was only a little over three years 
old. When we came out, income 
taxes had vaulted. We knew zero 
about them. Accountants were 
loathe to take on a junior who did 
not know even the numbers of exist- 
ing regulations, let alone their con- 
tents. But in a week we had a job, 
and were thrown into a succession 
of audits which were far above our 
head. “Good men,” as the boss put 
it, were put on taxes. Result was, 
we had some of the most interesting 
work ever. After twenty-six and a 
half years, our only appearance in 
N. Y.’s criminal court (as a witness, 


certainly) stands out in our memory 
book. 


So maybe, we hope, we shall get 
another series of good audits while 
relearning taxation. 


Newspapers are full of tax news, 
with a heartening amount of editor- 
ial comment showing reader interest 
in the matter. But there is a dis- 
heartening lack of real information 
in the papers—barring always the 
New York Times. 

So we know no more, and prob- 
ably less, than the average taxpayer 


Lewis Gluick Says 


about existing difficulties. Having 
been on the spending end of the tax- 
payers’ money, we do not see how 
much reduction can be accomplished 
for the time being; and are not fool- 
hardy enough to propose simplifica- 
tion measures till we learn more 
about what needs simplification. 


This time we open up shop in 
California. You have already noted 
the way Californians boast; we’d 
heard about it all our life. But when 
a merchant bragged that the state 
had the highest tax rate in the coun- 
try, we were taken aback. He 
wasn’t even accurate, at that. And 
he wasn’t kidding. He interpreted 
it to mean, “We can afford it.” 
Well, you know what happened to 
the goose that laid the golden egg. 


A Restatement of Principles 


This Shop was never designed to 
purvey recondite theories, though 
mention of them is not forbidden. 
Primarily, we are devoted to the 
proposition that taxpayers are hu- 
man beings and so are their ac- 
countants, lawyers, and revenue 
agents. 


A restatement of principles is a 
good thing. The American Legion 
opens every post meeting by recit- 
ing its “preamble.” We have been 
told of one state in which members 
of a great fraternal society are re- 
quired to pass an annual proficiency 
test as well as to pay their dues in 
order to retain membership. So 
upon resuming this Shop, the Shop- 
talker deems it fitting to inform new 
customers, and to remind old ones, 
of our creed. 
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To Rent or Not to Rent? 


During our long leave of absence from 
the Shop, we had thought that we had kept 
up with the high spots of taxation, for 
Taxes—The Tax Magazine followed us, 
even though slowly, all over the world; and 
the Journal of Accountancy and N. Y. State 
Society of CPA’s monthly, also. But when 
we sat down and started to study George 
Altman’s text, [C. C. H. Federal Tax Course] 
we found out how wrong we were. The 
thing that took us squarely between wind 
and water was Section 22 (b) (11) of the 
code: improvements made by the lessee 
never become income to the lessor. 


Frankly, that doesn’t make sense to us, 
and we are going to tell you why. You 
are not merely invited, but urged to show us 
our errors. No prohibition on your agree- 
ing with us, however. 


Between 1922 and 1932, we were some- 
thing of an expert in realty accounting. We 
still know something about realty, and if 
additions or improvements, made by a ten- 
ant, which outlast the life of the tenancy, 
are not income to the owner, then what are 
they? 


From what we can make out, the Treas- 
ury got tired of litigation as to when and 
in what amount income was derived, and 
decided to wipe it out. That’s a good rea- 
son, but it doesn’t alter facts. Further- 
more, if it works for land owners, why 
could not similar solutions be found for 
many other moot points, too numerous to 
mention? 


There is, as we understand it, an offset 
in Section 113. In effect, the owner ulti- 


Building cost ‘seh 


300k value @ leasing 


~ 


X’s additions .. 


Total cost value 


banen by A .... 


Residual book value . 





Adjusted value to M.. 








Estimated life 20 years. Depreciation up to X’s tenancy (5 years) 


Remaining life 15 years. Depreciation, 9 years taken by M. .$9,000.00 


But X has written off over term of its lease, whereas the 
improvements actually will last as long as the building. 
Hence, had M made the improvements, he would have 
depreciated on a 15 year basis for 


Seo ade Back ........5..- 





mately realizes income, which he must split 
with Uncle Sam, by having to carry the 
property at its unimproved cost. But that 
is rather a backhanded method. There is 
small use in reasoning by analogy. Logi- 
cians say it is false logic; and it won’t amend 
the law. But let’s do it anyway. If the 
lawyer, who works on a case for five years 
before he collects his fee, is permitted to 
prorate that fee back over the period in 
which he earned it, to reduce his tax, why 
should not the landowner backtrack the 
income he actually derives from his tenant’s 
improvements, instead of projecting it for- 
ward, if at all? 


One answer we have heard is that the 
improvements may have no real value to 
the owner or his next tenant. Then there 
is no income. It was this kind of thing 
that brought on litigation. But if the im- 
provement has value, why not record it? 
Here is a concrete, though hypothetical, 
case: 


M is the owner of land, which cost him 
$10,000. On it is a somewhat run-down 
building which cost him $20,000, on which 
he has taken $5,000 depreciation. As is, he 
cannot find a tenant for the premises at any 
price, and he lacks capital to make desired 
improvements. 


At length, however, an astute realtor 
produces a client, the X Corporation, which 
offers $1,000 per annum rent and agrees to 
make its own improvements. This is a 
mighty small return on M’s investment, 
what with local taxes, mortgage interest, 
and insurance; but depreciation goes on 
more slowly when property is occupied, so 
M lets X have it on a ten year lease. At 
the end of that time, X dissolves, and M 





.. .. .$20,000.00 
5,000.00 


15,000.00 
10,000.00 


$25,000.00 





.. 9,000.00 
$18,000.00 
7,000.00 


Seeks ake $6,000.00 
$ 3,000.00 


eee A aN ee eee Ee $10,000.00 
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recovers the property. An appraiser is 
called in, and the following figures result: 
The foregoing is clear to us, and we hope 
to you. But let’s check the calculations. 
Total cost value as above.......$25,000.00 
9 years’ depreciation on a 15 years’ 
Westy Mes SR he 15,000.00 


Residual value .. ..$10,000.00 


X finds himself in possession of a build- 
ing worth $10,000. Had he let it go unten- 
anted for the nine years, it would have 
stood at only $6,000. X has gained $4,000 
any way you figure it, and he has it tax 
free. 

Suppose he sells the whole property for 
$20,000, of which $11,000 is attributed to 
the land. He has $1,000 gain on the land, 
and $3,000 on the building. Now he has 
a gain taxable as such, and has realized on 
his tenants’ improvements. 


But perhaps instead of selling, M finds a 
new tenant. Because of X’s improvements, 
he can now get $1,500 per year. Again he 
has realized on X’s improvements, but not 
in a lump sum. His taxes are lower this 
way. 

If no new tenant can be found, X’s im- 
provements have no value to anyone not in 
the same specialized line. X really has a 
loss. But can he deduct it? As the Mad 
Russian says every Wednesday, “Silly 
boy!” 

If M rips out X’s improvements and puts 
in new ones to get a tenant, he has a capi- 
tal expenditure, recoverable only through 
depreciation. 


Economy of Debt Liquidation 


The first tax case we hit after resuming 
practice involved an interesting point. The 






During the fiscal year ending June 1945, American Red Cross Disaster Service 
provided assistance to victims of 259 catastrophes in 41 states. 





taxpayer had sold a piece of real estate, 
after holding it seven months, for a per- 
fectly amazing profit, and did not begin to 
worry about the tax consequence until after 
the sale was made. After we assured him that 
the consequences were unavoidable, he 
asked, “What shall I do with the money?” 


We replied, “You have a mortgage on 
your house on which you are paying five 
and one-half per cent interest. What bet- 
ter way could you invest your money than 
to pay off the mortgage?” 


His reply was, “Look at the nice deduc- 
tion I get for the interest!” 


We were able to show him that the net 
result in this interest deduction was rela- 
tively small. He could not invest his prof- 
its in anything but municipal bonds without 
an offset of interest income. We were un- 
able to convince him that the economical 
thing to do was to liquidate his indebted- 
ness. Have any of you readers had similar 
experience, or do you think our economics 
are wrong, anyhow? 


British v. American Excise Tax 


One thing that hit us hardest on becom- 
ing a civilian was the cost of a new audit 
bag. The old one, used since 1933, and 
our companion throughout the war, was 
finished. The replacement cost, without 
tax, was nearly double. This reminded us 
that in Britain we thought of the future 
need, and, having always heard of the fine- 
ness of British leather, we went shopping. 
The result was a blank. Only one bag of 
suitable size was found, and the price, after 
fifty per cent tax had been added, was no 
lower than at home. We are a firm be- 
liever in “Buy American,” and if we must pay 
taxes, let Uncle Sam get them. 


YOUR RED CROSS MUST CARRY ON. GIVE NOW TO THE 
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Grantor’s Rights 


Fact-Finding 


Commenting on Recent Tax Cases 


By BERT V. TORNBORGH, CPA 


A Pot-o’-Gold 


Excess Profits Tax Relief under Section 
722 was denied by the Tax Court, where 
application of the two-year push-back rule 
required as an inescapable condition the 
somewhat strained supposition that the war 
started earlier than it did. 


With Gustave Stmons Taxes—The Tax 
Magazine, January, 1946, page 68) we con- 
sider this case—Fezandie and Sperrle, Inc. 
5 TC —, No. 144 (CCH Dec. 14,860)—not 
a triumph for the Treasury. 

3ut neither should the taxpayer gloat. 
The Tax Court restricted its decision to 
the facts before it, the product of an “un- 
precedented and unique external situation.” 

It is true that now every connection with 
military business excludes relief, as far as 
such business could reasonably be portrayed 
without the further presumption that the 
war had started earlier. Once the applica- 
tion of the push-back rule is recognized the 
scope of the reconstruction is still to be 
controlled by the possibilities of peace. 


Res Judicata was the defense in the case 
of Loggie v. Thomas (46-1 ustc 9101). A 
state court rendered a declaratory judgment 
in reference to the legal title to property 
as between trustee and cestui que trust in a 
case in which neither the Collector nor the 
Commissioner were a party. CCA-4 de- 
cided that the state court decision did not 
foreclose an inquiry as to the liability of the 
trustee for taxes on the income from the 
same property involved in the state court 
judgment. 


Myron Ganz, New York CPA comments: 
“The defense of res judicata cannot be in- 
terposed because the issues are quite dif- 
ferent. A court passing upon a tax problem 
might, for instance, recognize the existence 
of a partnership for all purposes except 
taxation. Indeed, taxation of the income 
to the donor of a partnership interest does 
not presuppose the invalidity of the assign- 


Res Judicata 


Bottle Deposits 


ment. Nor does the disallowance of the 
deduction of an ‘unreasonable’ salary of a 
director-stockholder of a close corporation 
preclude his right to claim his salary. To 
the eyes of the taxman facts may often 
appear double-faced—and no cracks, please.” 


By way of edification we might add that 
the doctrine of res judicata (“it has been 
adjudicated”) stops anyone from going to 
court a second time, on facts and issues 
already judicially decided. In other words, 
you can’t shop around for a judge that will 
give you the best decision on a given set 
of facts. 


Deposits Transferred to Surplus are tax- 
able income in the year of transfer, decided 
CCA-5 in Wichita Coca Cola Bottling Co. 
v. U. S., 46-1 ustc 9104. That's interesting 
on the face of it because as CPA’s are well 
aware, there’s usually a lot of leeway and 
discretion in the year of transfer. 

Amounts included in the price of soft 
drinks were held in an account called “De- 
posits on Cases and Bottles”, accumulated 
for a number of years and eventually trans- 
ferred to surplus. Taxpayer contended no 
loan was involved but that it was in reality 
selling and repurchasing bottles and cases. 
Therefore, the excess of sales over repur- 
chases should be taxable in previous years, 
beyond the statute of limitations. 


The gist of the decision is not concerned 
with whether or not loan or sale was involved 
but addresses itself to the taxpayer’s duty 
to establish consistency. A doctrine of 
estoppel in tax law emerges to this effect: 
a taxpayer who, though mistakenly, repre- 
sents a transaction so as to defer taxation 
on it to a later year is estopped, when the 
time of taxation comes under this point of 
view, from asserting that the tax ought to 
have been levied in ari earlier year, if the 
levy is then barred by the statute of limi- 
tations, 
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Grantor’s Right to Change the times of 
distribution and the equality of the shares 
of beneficiaries does not operate to make 
him taxable on income of the trust ruled 
CCA-5 in Hawkins v. Commissioner, 46-1 
ustc 9110, 


Comment: Since the grantor had no 
power to revoke the trusts as to any part 
of the corpus as to divert any part of the 
income to his own use or advantage the de- 
cision seems to be based on well established 
rules. 


A dissenting opinion of Judge McCord 
stresses the fact that the settlor could take 
from one and give to another at his pleasure, 
which the dissent obviously considers such 
strong incident of ownership as to make 
the settlor taxable on the income. That 
view seems somewhat strained. The group 
of beneficiaries could not be changed and 
the facts on which the Court decided do 
not indicate any possibility that the grantor’s 
mere right to change could in any way 
operate to his advantage, which is the crux 
of the question. 


Tax Court a Basic Fact-finding and In- 
ference-making Body. An appellate court 
is limited to a consideration of whether the 
decision of the Tax Court under review is 
in accordance with law and, if so, “it is 
immaterial that different inferences and 
conclusions might fairly be drawn from the 
undisputed facts.” 


Thus spake the Supreme Court in Lillian 
Boehm v. Commissioner, 45-2 ustc 9448, 
previously in the Dobson case, (44-1 ustc 
9108) and this view was reiterated by a 


CCA in Commissioner v. Jones, (46-1 ustc 
9109). 


But this does not mean that always new 
facts, not previously presented, can be 
brought before the Tax Court. In Section 
722 cases it is the function of the Tax Court 
to review the Commissioner’s determination, 
on the facts given to him. In the case of 
Monarch Cap Screw and Mfg. Co. 5 TC —, 
No. 146 [CCH Dec. 14,861] (and earlier in 
Blum Folding Paper Box Co. Inc., 4 TC 795 
[CCH Dec. 14,395]) the Tax Court refused 


to pass on facts not properly presented to 
the Commissioner, where the taxpayer as 
to part of his claim had previously relied 


upon a superficial statement presented on 
form 991, 


Discontinuation of Consolidated Returns 
for 1945 is not justified by the amendments 
of the Tax Adjustment Act of 1945, with 
respect to the calendar year 1945, 


Separate returns for 1945, where affiliated 
corporations filed consolidated returns for 
1944 are, without the consent of the Com- 
missioner, possible only if an independent 
corporation has become a member of the 
group or if the applicable laws have been 
amended in a way which makes the-con- 
tinual filing of consolidated returns less 
advantageous to affiliated groups as a class. 


The Treasury in a Special Ruling of De- 
cember 6, 1945 considered the amendments 
of the 1945 Tax Adjustment Act not of a 
character to meet the above definition. 


The gist of the law is that any change 
entitling to discontinue consolidated re- 
turns must result from outside factors. And 
though an amendment of the law might 
prove disadvantageous to a particular group 
that is not sufficient so long as affiliated 
groups as a class are not affected. 


The Pot O’Gold Radio Program gave 


Pauline C. Washburn, 5 TC —, No. 162 
[CCH Dec. 14,900], $900 as “prize money”. 
Is it is or is it ain’t taxable? 


Tax Court ruled it was “outright gift with- 
out any of the earmarks of income”. 


Winner was picked by a method that in- 
volved the use of a spinning wheel and a 
phone book. In this case taxpayer could 
not be said to have “earned” the money as 
she was not required to do anything beyond 
accepting it and she refused to appear on 
the program, refused to have anything else 
to do with it, never bought the sponsor’s 
products or gave any testimonials. Nor 
nothing! 

Query: Was the $900 ordinary and neces- 
sary expense to the Pot O’Gold sponsor? 
Or was it a non-deductible gift? [The End] 





Our Cover: Mr. Hankins’ government 
career, extending over a period of thirty 
years interrupted only by service in World 
War I and the practice of law for eight 
years, has been entirely with the Internal 
Revenue Department. He entered the gov- 
ernment service as a clerk in the office of 
the Collector at Peoria, Illinois, and later 
transferred to the office in Chicago. In 
1934 he became Assistant Chief Field Dep- 
uty and then Supervisor of Accounts and 
Collections there, and, in 1943, went to the 
Bureau in Washington as Head of that 
Division. In January, 1944, he was ap- 
pointed Assistant Deputy Commissioner 
and served in that capacity until his nomi- 


nation as Assistant Commissioner was ap- 
proved by the Senate. 


Eeny, Meeney, Miney, Moe: Even before 
the Germans began to crack, many citizens 
and public spirited organizations were busy 
formulating tax plans for the postwar pe- 
riod, with the result that there is almost a 
tax plan for almost every purse and purpose. 
You takes your choice (but you will still 
have to pay your money). The Special 
Committee on Postwar Economic Policy 
and Planning of the Senate wanted to pick 
one of these plans or at least a part of one 
for its own use when that body got around 
to discussing tax plans. It called on Mr. 
Raymond E. Manning, Chief of the Eco- 
nomic Section of the Legislative Reference 
Service (Library of Congress)—the same 
Raymond E. Manning who has been (and 
is) the Secretary of the National Tax Asso- 
ciation for many years. Mr. Manning and 
his staff prepared for the Senate Committee 
a summary of the better known plans and 
their objectives. 


The Committee has disbanded and Mr. 
Manning is now analyst of the Taxation 
and Fiscal Policy Section, but the plans 
remain and offer some insight into what 
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Congressmen will consider when work be- 
gins on the new law. 


The plans and arguments are grouped 
under the broader headings of: Plans for 
Balancing the Budget; Individual Income 
Tax versus the Corporate Income Tax; 
Double Taxation of Corporation and Stock- 
holders; Undistributed-Profits Tax; Sales 
Taxes and Taxes on Spending. 


“There is much difference of opinion,” on 
plans for balancing the budget. On the one 
extreme there is a plan calling for balancing 
the budget and paying something on the 
debt each year. Some plans on this subject 
call for a debt retirement program over 
periods of sixty years and one hundred years. 


President Truman in his message to Con- 
gress on January 21 promised a certain 
amount of debt reduction. The total gross 
debt of the United States stands at the all 
time high of $278,681,970,659, or somewhere 
around $2,000 for each individual. The 
President’s plan calls for a reduction to 
about $271 billion at the end of the fiscal 
year 1947, 


The Senators can take their pick of any 
number of plans which have as their object 
the income tax as the principal source of 
revenue. Regarding this group there is a 
great deal to be said (which is said) on 
both sides of the question: Individual in- 
come tax versus the corporate income tax. 


“The graduated personal income tax 
should provide at least half of the total fed- 
eral tax revenue.” Under Mr. Truman’s 
budget this would call for from $16 billion 
to $19 billion for the years 1946 and 1947, 
for his budget estimates a total tax revenue 
of from $39 billion to $32 billion for the 
years 1946 and 1947 respectively. This fig- 
ure of $32 billion might portend some meas- 
ure of tax reduction for corporations in 
1947, since it is contemplated that the yield 
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from the income tax on corporations, at that 
time, will be in the neighborhood of $8 
billion, which is half of the 1945 yield. The 
individual cut will not be so deep, dropping, 
as it is anticipated, from $19 billion to $12 
billion. 

If then, a plan is adopted that will require 
the individual income tax to produce one- 
half of the federal revenue, taxes on per- 
sonal incomes might go back to their 1945 
figure unless a high level of employment is 
maintained. These plans, however, do con- 
template a wider base which would account 
for a lesser individual load. 


Another proposal states that: “The thesis 
of this study is that relatively high corpo- 
rate income taxes are not as harmful to the 
private enterprises system as are heavy in- 
dividual income taxes, for the reason that 
the latter shut off at the source possibility 
of venture capital by the individual—in 1942 
approximately one-third of the national in- 
come was reached by the income tax and 
two-thirds went entirely tax free.” 


“Some people seem to think that it is 
politically impossible to do away with the 
corporation income tax, but I feel that if 
the people generally understood that it was 
bad for the country, we would correct this 
error as we have corrected other errors in 
the past.” This, of course, is Mr. Ruml’s 
reasoning. 


Plans for the elimination of double taxa- 
tion have been numerous. This point has 
received perhaps more publicity than all 
other plans in the aggregate, and they have 
many strong-voiced supporters. We had 
a version of one of the proposed plans in 
effect between the years 1913 and 1916 when 
the corporations paid a tax on their income 
at a rate equal to the normal tax rate of the 
individual income tax. The individual did 
not include dividends in his normal income 
tax, but he did in his income for surtax 
purposes. 

Now, we come to the plans containing 
provisions for an undistributed-profits tax. 
The reader will have no trouble remember- 
ing this tax. It was in effect between 1936 
and 1939; but Mr. Ruml says he hates to 
use the phrase “undistributed-profits tax.” 
It has a bad record, principally because it 
(the former law) never was an undistributed 
profits tax in the sense that it was intended 
or recommended. It turned out to be a 
super tax on capital. I do think, however, 
that it is entirely feasible to impose a mod- 
erate tax—sixteen per cent— on the undis- 
tributed profits of a corporation.” 

Sales and spending taxes are other forms 
that have been suggested for the improve- 
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ment of the revenue system. A sales tax, 
according to the Twin Cities Plan, is the 
only method of reaching two-thirds of the 
national income (the same two-thirds which 
was mentioned previously as tax-free). As 
an aid to the retirement of the federal debt, 
Mr. Godfrey Nelson has proposed a sales 
tax. These plans are opposed on many 
grounds, chief of which is the conflict that 
could result between a federal tax of this 
type and the existing sales taxes in the states. 
The spendings tax is the project of Pro- 
fessor Irving Fisher. He advocates this 
type as a substitute for the personal income 
tax. The spendings tax takes income spent 
rather than income earned as the base. 


Within the coming months Congress will 
begin the work of improving the revenue 
system, and many, nearly all of the great 
number of tax plans that have been sub- 
mitted will furnish it with a wealth of in- 
formation. It is very unlikely that any 
one of the plans submitted will be adopted 
as a whole, but the good features of some 
will no doubt have their influence on the 
coming revenue bill. 


Excess profits tax bonds: Through Janu- 
ary 1, checks have been mailed from the 
Treasury, or lists of payees released to Fed- 
eral Reserve Banks for issuance of their 
checks, covering about $550,000,000 in pay- 
ments redeeming excess profits tax bonds. 
This is about half of the amount of bonds 
which were outstanding. All excess profits 
tax bonds became eligible for redemption 
January 1. 


As of January 1 the Treasury had about 
$175,000,000 additional bonds “in the works,” 
being processed for redemption. Some of 
these required correction of errors made by 
taxpayers in presenting them for redemp- 
tion, before they could be paid. 


The average payment is about $15,000 per 
taxpayer, there being about 70,000 corpora- 
tions holding the bonds. Checks are being 
issued by all Federal Reserve Banks as well 
as by the Treasury, to speed up payment 
and as a convenience to the taxpayers. 

A considerable number of bonds remain 
to be sent in for redemption. Holders of 
these bonds obviously are losing use of the 
money to which they became entitled Janu- 
ary 1. The bonds are non-interest bearing. 
Instructions on how to present the bonds 
for payment were mailed to all holders of 
record several weeks ago. 


Don’t count them any more: The Bureau 
has reversed its position on uncompensated 
officers under the unemployment tax: 

[Continued on page 167] 
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The World Scene 


‘ INCE the end of the war the horizon 
for the American businessman has 
lengthened to where he envisions the need 
of his product in countries which six years 
ago were but names in the geography. In 
the papers, daily, there are accounts of the 
activities of the American in United Nations 
Organization meetings, world monetary 
conferences and other international gather- 
ings, groping for a method of orderly 
arrangement of world affairs. The bulle- 
tins of local trade organizations announce 
the arrival of businessmen from other 
countries seeking connections and products 
for marketing abroad. There are new fron- 
tiers to cross. 


The Problem. An executive of a com- 
pany which has just placed on the market a 
revolutionary idea in fountain pens has, be- 
cause of the extraordinary demand for ex- 
port, been seeking information on the laws 
of the countries in which the company in- 
tends to ship. Obviously it is not practical 
to accumulate, through many months of 
effort, all the necessary statutes of each 
country. Outside of the Jnternational Ref- 
erence Service (U. S. Department of Com- 
merce, Bureau of Foreign and Domestic 
Commerce, Superintendent of Documents, 
G. P. O., Washington 25, D. C. Annual 
subscription $2.00) there are but few sources 
to which the businessman can turn. 


An Answer. The World Trade Law Jour- 
nal (Commerce Clearing House, Inc., Chi- 
cago 1, Ill. Published quarterly. Price: 
$10 per year) will offer much valuable 
assistance. This new quarterly will cover 
tax laws and other business regulatory ma- 
terial that it is able to gather and translate 
for the benefit of the American exporter. 
Its greatest value lies in its confining edi- 
torial material to the translation of laws 
of the countries of the world and to articles 
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by authorities interpreting legal actions, 
political articles and social treatment being 
left to other publications. 


Not the least of the restrictions present 
in the world market are the tax laws of the 
countries of the world. These are not new 
problems, however, for before the war 
France and England were working closely 
with the United States on conventions that 
would alleviate if not entirely obviate double 
taxation. Since the end of hostilities these 
countries have picked up where they were 
forced to leave off and the conventions of 
the two countries are now awaiting rati- 
fication by the Senate. 


A Look at Britain. Taxration in Britain 
(British Information Service, Rockefeller 
Plaza, New York. Free on request), a 
pamphlet, is helpful in getting a picture of 
taxes in England and how they may apply 
to American business transacted there. In 
Britain, the central government collects 
more than ninety per cent of all taxes. Local 
government taxes—which are almost always 
known as “rates’—account for the remain- 
der. Total individual and business income 
taxes account for sixty per cent of the total 
tax revenue. In addition to its income and 
profits taxes, Britain levies a Purchases Tax, 
similar to the state sales taxes. It is levied 
at the wholesale level (probably collected 
by the wholesaler) and passed on to the 
consumer-purchaser. The lowest rate is 
sixteen and two-thirds per cent on clothing, 
etc., and rises through three stages to one 
hundred per cent on luxury items such as 
cosmetics. Food is exempt. 


A Look at Palestine. “Taxation is now 
rapidly developing from a merely unpleasant 
incident into a dominant feature of daily 
life, and those features which hitherto have 
been of little interest because they have 
been too small to matter, now become of 
great importance.” With this quotation 
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from Sir Jostan StamMp’s Principles of Taxa- 
tion, London, 1936, Mr. G. EICHELGRUEN be- 
gins the introduction to his Palestine Income 
Tax Guide (Paltax Publishers, Haifa, 
Palestine. Price £P 3.00). 


“I have tried to model a conception of 
taxation, as a subject matter in itself, to 
which law, economics and commerce are 
auxiliaries. Although the book is short 
(208 pages) and concise I hope to have 
written a thesis and a program for further 
study.” The author has succeeded well, for 
judging by our standards, this is a very 
Americanized book. It is replete with case 
citations and quotations, all helpful in un- 
derstanding the complexities of the English 
and Palestinian law. 


The Palestine law follows closely a draft 
of the so-called “Model-Ordinance,” pre- 
pared by an Interdepartmental Committee 
of London Government Officers. The author 
regrets that the model-ordinance was not 
carefully prepared, “as can be seen from the 
fact that it is impossible to know whether 
the framers intended to charge with tax the 
profits of the year of assessment or the 
profits of the year preceding the year of 
assessment.” Perhaps it is dry English wit 
when the author remarks later on that “this 
omission has given cause to: much litigation.” 
It seems to have worked out that income 
tax is paid for the year of assessment meas- 
ured by the income of the preceding year. 


The Palestine pound has the same rate of 
exchange as the British pound, $4.02. The 
Palestine pound is divided, however, into 
1000 mills. The rate of tax on a company 
there is a flat 250 mills on the pound, which 
is comparable to a twenty-five per cent rate. 


International Double Taxation. “Inter- 
national double or multiple taxation arises 
when the taxes of two or more countries 
overlap in such a manner that persons liable 
for tax in more than one country bear a 
higher tax burden than they would if they 
were subject to only one tax jurisdiction.” 
Model Bilateral Conventions for the Preven- 
tion of International Double Taxation and 
Fiscal Evasion (League of Nations Fiscal 
Committee, Columbia University Press. Price 
$1.00) is a report on the Second Regional 
Tax Conference in Mexico, D. F., July, 1943. 


Some of these books are indications of 
the desire of countries to be understood by 
others. Much knowledge and much under- 
standing, with no slackening in the attempts 
to have, nor lessening of the desire to 
establish world understanding, can come 
about through the recognition of the con- 
flict and burden of taxation. Through bar- 
gaining of one anothers’ incident of taxation, 
a rapprochement on other international dif- 
ferences may follow. 
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“Officers of a corporation who, as such, 
perform no services and receive no remu- 
neration in any form, are not to be considered, 
in their capacity as officers, as employees 
of the corporation for employment tax 
purposes. Similarly, officers of a corpora- 
tion who, as such, perform some services 
of a minor or nominal nature but without 
consideration or remuneration in any form 
and who are not entitled to remuneration, 
will not be considered as employees of the 
corporation either because of such services 
or because of having the status of officers.” 


New appointments: Secretary Vinson 
made public the appointment of Edwin L. 
Kilby as Commissioner of the Public Debt, 
Treasury Department, to succeed William 
S. Broughton, who retired on December 31 
after over forty-five years of Treasury 
service. 


Current Books of Interest 


Mr. Kilby, a career government employee, 
first came to Washington in 1917 as a clerk 


in the War Department. Soon after the 
declaration of World War I he enlisted in 
the Army, and served during the remainder 
of hostilities with the Seventh Anti-Aircraft 
Sector in France. 


Following his discharge early in 1919, 
Mr. Kilby came to the Treasury Depart- 
ment. He was named Associate Commis- 
sioner of the Public Debt on June 11, 1944, 
after ten years as Assistant Commissioner. 


Mr. Broughton, the retiring Commissioner, 
received his appointment to the post in 1919, 
shortly following creation of the Public Debt 
Service, as the Bureau was called prior to 
1940, to handle the indebtedness incurred 
in World War I. [The End] 
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Justice Holmes’ Influence 


By PERLIE P. FALLON, Member of 


On Current Tax Law 


the New York and United States 


TMHE WORK of Holmes on federal tax- 

ation does not lend itself to the ready 
formulation of general rules; it rests on 
case material. Therefore, it would seem 
well to examine the different general cate- 
gories of taxation, each by itself, and to 
allow Holmes’ more general thought to 
formulate itself in that way. Therefore, 
these categories will be taken in the order 
of: income taxes, transfer and estate taxes, 
gift taxes, capital stock taxes, and export 
taxes. 


Income Taxation 


The indelible contribution which Holmes 
made in the field of income taxation rests 
in the science of the interpretation of reve- 
nue statutes. It may be stated thus: that 
revenue statutes are to be interpreted as 
such, and in the light of their legislative 
development and history and apart from the 
analogies and history of legal forms which 
are applicable in general law to the subject 
matter over which revenue statutes neces- 
sarily operate. It does not follow that 
Holmes accepted a functional interpretation 
of statutes. This suggestion is repelled by 
Towne v. Eisner as fully as it is by the cases 
in which Holmes interpreted the Interstate 
Commerce Act. 


Transfer and Estate Taxes 


In the discussion of transfer and estate 
taxes, the gift statutes are brought in. The 
cases in which Holmes wrote opinions re- 
specting gift taxes cut right into the transfer 
and estate tax field. They both become 
dominated by the same issue. 


The essence of Holmes’ work in this field 
is this: the retroactive application of estate 
and gift tax statutes. It presented itself in 
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several forms. Two of these may be clearly 
marked out. The first is where the transac- 
tion, complete and entire in itself, preceded 
the enactment of the statute. An example is 
an insurance policy in which all rights of 
ownership have been transferred by assign- 
ment. The second is a transaction which, 
while complete in its legal aspects before 
the enactment of the statute, yet by its in- 
herent nature becomes operative later. An 
example is a trust to pay income to another 
with a reservation of a reversion to the 
donor in the event of the prior death of 
the donee. 


In Lewellyn v. Frick, 268 U. S. 238, 45 
Sup. Ct. 487 (1925), Holmes expressed, for 
a unanimous court, a judicial preference 
against retroactive application of a statute. 


The other question of whether a statute 
could apply to a prior transfer came up in 
Shukert v. Allen, 273 U. S. 545, 47 Sup. Ct. 
461 (1927). Holmes described the trust be- 
fore the court in a single sentence that 
ultimately became the law: “The transfer 
was immediate and out and out, leaving no 
interest remaining in the testator.” 


This thought flowed from a culture of 
which Holmes was a part, namely, the 
common law and its rules respecting gifts. 


Capital Stock Taxes and Export Taxes 


The opinions on these taxes are few but 
salty. One concerns a holding company 
which carried on a wide variety of financial 
transactions for a domestic corporation 
which owned, and was developing, mines in 
Chile. The capital stock tax statute of 1916 
provided an exemption to corporations “not 
engaged in business,” an exemption within 
which the holding company claimed to be. 
Holmes said the activities must be judged 
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as a whole: “We cannot let the fagot be 
destroyed by taking up each item of conduct 
separately and breaking the stick.” The cor- 
poration had been pursuing the purpose for 
which it was organized. 


Taxation of Instrumentalities of the 
United States 


The tension here does not arise from an 
express constitutional provision, but from 
the duality of the forms of federal and state 
governments. 

In Panhandle Oil Company v. Knox, 277 
U. S. 218, 48 Sup. Ct. 857 (1928), Missis- 
sippi had, in 1924 and 1926, imposed upon 
distributors of gasoline an excise tax of 
three cents and four cents, respectively, per 
gallon sold in the state. A dealer was sued 
for the tax on sales made in the state to the 
United States for the use of the Coast 


Guard and the Veterans Hospital. The 
majority held that these agencies were con- 
stitutionally authorized, and that since the 
burden varied with the amount of the pur- 
chase, it retarded and impeded the national 
power. Holmes, dissenting, said that there 
was a distinction of degree between taxation 
and discrimination, and here the United 
States had entered and used the govern- 
mental facilities furnished by the state, and 
the cost of maintaining the state ‘that made 
the business possible was a part of the ulti- 
mate cost of the goods. He pointed out that 
the idea of the majority could not be pressed 
to its ultimate conclusion whereby the 
butchers and tailors of United States of- 
ficials should go free of all local taxation. 
Panhandle Oil Company v. Knox was finally 
overruled in Alabama v. King & Boozer, 314 
U. S. 1, 62 Sup. Ct. 43 (1941). [The End] 
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REAL ESTATE TAX EXEMPTIONS 


Real estate exempt from property tax in the states probably amounts to 
twenty-five billion dollars at the present time, and apparently accounts for one- 
sixth or more of real estate values in the entire country and considerably more 


than one-fourth of the real estate acreage. Federal holdings alone amount to 
twenty-four per cent. 


These exemptions have increased markedly during recent decades. There 
are some grounds for believing that the trend may be about to reverse itself, at 
least to a limited extent. If such exemptions have not already reached their peak 
in 1945, it seems likely that they will during the current decade. 


we 


Estimates of exempt property are only approximate. The painful fact is 
that we don’t know how much real estate is exempt or how much it is worth. 
In thirty-two states there is no effort to assess exempt real estate. Moreover, 
it has been widely claimed that exempt property is assessed with much less care 
than is taxable property.—Tax Policy, December, 1945. 
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Looe is nothing new about the part- 
nership form of doing business; but 
during the past few years there has been a 
tremendous impetus given to the creation 
of new partnerships by the unfavorable tax 
position of the small corporation, together 
with salary and wage stabilization. 

Aside from the hazard of unlimited lia- 
bility of partners for partnership obliga- 
tions, the greatest danger in the formation 
of a partnership is the possibility of chaos 
in the business upon the death of a partner. 
In order to eliminate the necessity for liqui- 
dation by the surviving partner, many dif- 
erent types of agreement have been used 
and a surprisingly large number of them 
have found their way into litigation. 


The principal problems to be discussed 
here are those arising when the partners, 
or the partnership, make use of life insur- 
ance policies to assist them in providing 
additional funds in the event of the death 
of a partner so that the surviving partner 
will be able to continue on with the busi- 
ness and the family of the deceased partner 
will still receive consideration for the dece- 
dent’s share of the business. 


It is important to distinguish this situ- 
ation from that in which a partnership pur- 
chases so-called “key-man insurance” for 
the purpose of providing the firm with 
funds to replace the insured in the event 
of his death. 


Legal Problems 


Purchase and sale agreements —A contract 
between partners A and B that, in the event 
of the death of one of them, the survivor 
shall have the option, or is obligated, to 
buy from the estate of the deceased partner 
the latter’s share in the partnership is a 
valid and enforceable contract. If one or 


both of the partners wishes to ensure the 


Legal, Tax, and Practical Problems 


By RICHARD H. FORSTER 








Partnerships and Life Insurance 


life of the other partner in order to have 
cash available for the purpose of carrying 
out the agreement, the validity of the con- 
tract is not affected. Since A is interested 
in having insurance on the life of B in order 
to have funds available to purchase the 
interest of B at his death, obviously A 
should pay the premiums on this policy on 
B’s life and be the beneficiary of the policy. 


To protect against normal hazards, it is 
often advisable and customary to arrange 
for the insurance proceeds to be payable 
to a trustee with instructions to deliver them 
to B’s personal representatives when the 
trustee is in a position to deliver to the 
survivor a conveyance, from the personal 
representatives, of B’s interest in the partner- 
ship.. The validity of this type of arrange- 
ment is not open to question. 


Continuation agreements—An alternative 
to a purchase and sale agreement is the 
so-called continuation agreement, under the 
terms of which the survivor is given the right 
to continue operating the business, upon con- 
dition that he make some provision for the 
estate of the deceased partner. One obvious 
disadvantage to such agreements is that they 
cannot be specifically enforced by either the 
estate or by the surviving partner. 


Survivorship agreements.—Such agreements 
provide for the interest of the deceased 
partner to vest in the survivor immediately 
upon the death of a partner. In a majority 
of states, such contracts have been held 
valid, and not testamentary in character. 
They have been supported against claims by 
heirs, but never against personal creditors. 
Until such a contract is upheld in a par- 
ticular jurisdiction as not being testamentary 
in character, caution should be exercised in 
providing for the by-passing of the estate 
of the deceased partner. 








This article by Richard H. Forster, member of the California Bar and 


Instructor in Law at the University of Southern California, is digested 


from the Southern California Law Review of September, 1945. 
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Tax Problems 


Income tax problems—The most serious 
tax problem arises as a result of the de- 
cision in Legallet v. Commissioner, B. T. A. 
294 (1940). O’Neill and Legallet, equal 
partners, each applied for $25,000 life insur- 
ance on his own life, payable to his wife, 
reserving all incidents of ownership, in- 
cluding the right to change beneficiaries. 
The premiums were paid by the partnership 
and charged to profit and loss. There was 
ipparently no provision for adjustment of 
premiums at death of one of the partners. 
Che partnership agreement provided for the 
purchase of a deceased partner’s interest by 
the survivor, the first payment to be the 
insurance proceeds and the balance of the 
purchase price to be paid by the survivor 
to the widow of the deceased partner. In 
the event that the agreed value of the de- 
ceased partner’s interest was less than the 
insurance proceeds, the entire amount of 
the insurance went to the widow. 


O’Neill died. The agreement was carried 
out. Legallet then sold some of the mer- 
chandise and accounts receivable of the 
former partnership and claimed that he 
should be allowed to include in his cost 
basis for income tax purposes the $25,000 
proceeds of life insurance. The court held 
that this $25,000 did not constitute part of 
his cost basis and that his basis was only 
$30,936, the amount of the notes executed 
to O’Neill’s widow. 

The most serious effect of this decision 
is that if, in a partnership, a part of the 
assets consists of inventory, the survivor 
will realize ordinary income on the turn- 
over of the inventory to the extent that he 
is not able to include insurance proceeds in 
his cost basis for the inventory. 

It is submitted that if the surviving part- 
ner has clearly paid or ultimately been 
charged with the premiums on the policy, 
the benefits under which come to him by 
virtue of giving him credit on the purchase 
price of the deceased partner’s interest, the 
court should look through form to substance 
and allow him to include the proceeds in his 
cost base of the assets acquired. Neverthe- 
less, until a court has so held, caution dic- 
tates that the survivor, or a trustee on his 
behalf, should ordinarily be named benefi- 
ciary in lieu of the wife or children of the 
insured. 


Estate tax problems.—Regardless of the 
type of agreement used, the federal estate 
tax will not be imposed on an amount 
greater than the total value of assets received 
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by the estate of the deceased partner and 
the objects of his bounty. 

If each partner is obligated to purchase 
the interest of the other at a fixed price, that 
price constitutes the value of the partnership 
interest in the estate of the deceased partner, 
provided that the purchaser is not an ob- 
ject of bounty of the deceased partner. 

Under the provisions of the federal estate 
tax act, the beneficiaries of life insurance 
proceeds are personally liable for their pro- 
portionate share of estate taxes levied by 
reason of life insurance being included in the 
taxable estate of the decedent. It is im- 
portant to keep this provision in mind in 
drafting any purchase and sale agreement. 


Practical Problems 


Settlement options —The use of settlement 
options under life insurance contracts, ad- 
vantageous in many situations, is a depar- 
ture from the basic purpose of a purchase 
and sale agreement, and great care should 
be taken that such options do not interfere 
with the basic plan. 


Obligations to buy as against option to buy. 
—It is important to determine the relative 
advantages and disadvantages of an option 
to buy the deceased partner’s interest as 
against an obligation on the survivor to buy 
the interest. 


Valuation—One of the most difficult prac- 
tical problems in working out purchase and 
sale agreements is to determine the price at 
which the interest of a partner will be sold. 
There are several methods: (1) periodical 
agreement as to value; (2) use of book value 
together with an agreed amount for good- 
will, to be determined from time to time; 
(3) use of state inheritance tax appraiser’s 
valuation; (4) arbitration. Of these, the 
second and four methods appear to be the 
best. 


Partnership creditors.—The agreement should 
provide for assumption of all partnership 
debts by the survivor. However, this assump- 
tion of the partnership debts does not relieve 
the estate of the decedent from liability to 
unsatisfied creditors of the partnership. 


Conclusion 


Whatever type of contract is used, the 
one thing which is more important than all 
others is that all instruments connected with 
or relating to the purchase and sale agree- 
ment be consistent. [The End] 
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By EDWARD N. POLISHER 


HE FEDERAL ESTATE TAX is 

levied upon the value of the net estate, 
_irrespective of the relationship of the bene- 
ficiary to the decedent: Section 811, Inter- 
nal Revenue Code. The net estate is arrived 
at by deducting from the gross estate the 
allowable deductions and the applicable 
exemptions under the Federal Estate Tax 


statute: Section 812, Internal Revenue 
Code. 


By the provisions of the Federal Estate 
Tax statute, as amended by section 404 (a) 
of the Revenue Act of 1942, the proceeds of 
life insurance policies taken out by the in- 
sured are includible in the decedent’s gross 
estate to the extent that— 





























(a) They are receivable by the executor; 
or are 


(b) Receivable by all other beneficiaries 
in the proportions that— 


1. The premiums or other consideration 
paid for the insurance, directly or indirectly, 
bear to the total premiums paid, or 


2. With respect to which the decedent 
possessed any incident of ownership in the 
policy at his death. 


This inclusion of life insurance proceeds 
in the gross estate applies to the estates of 
all decedents dying after October 21, 1942. 
The previously allowed exemption for life 
insurance in the amount of $40,000 no longer 
obtains. The tax is imposed at increasing, 
graduated rates applicable to various brack- 
ets of net estate valuation as to which the 
specific rates are levied. 










Executor’s Duty to Pay Tax 


The duty to pay the tax is imposed pri- 
marily upon the executor of the decedent’s 









Prorating the Federal Estate Tax 


Among Life Insurance Beneficiaries 


increased by the value of property includible 
in the gross estate under the provisions of 
the Federal Estate Tax statute, even though 
such property may never come into the 
executor’s possession for estate administra- 
tion purposes. A common illustration of 
such property is the proceeds of life insur- 
ance policies payable to named beneficiaries 
in force upon the decedent’s life at the time 
of his death. In many instances, a substan- 
tial part of the increase in the Federal 
Estate tax is due directly to the inclusion 
of such life insurance proceeds in the dece- 
dent’s gross estate for Federal Estate tax. 


Executor’s Right to Enforce 
Reimbursement 


In the absence of a testamentary direction 
to impose the tax upon the beneficiaries of 
the estate, the burden of the Federal Estate 
tax would fall upon the decedent’s residuary 
estate. To avoid the possibility of such an 
inequitable situation, the Federal Estate tax 
statute confers upon the executor the right 
to enforce reimbursement from the benefi- 
ciaries of life insurance proceeds on the de- 
cedent’s life for that proportion of the tax 
which the proceeds received by the benefi- 
ciaries bears to the net estate of the dece- 
dent and the amount of the exemption allowed 
in computing of the net estate for Federal 
Estate tax. Under the statute, the executor’s 
right of reimbursement is not enforceable in 
those cases where the decedent in his will 
directs that all Federal Estate tax is to be 
paid out of the assets in his general estate.: 


The executor’s right to reimbursement is 
within the jurisdiction of the probate court 
of the state which controls the administra- 
tion of the decedent’s estate. To implement 
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Code. The amount of such taxes is often laws, the effect of which is to reverse the a 
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prior rule and to create a presumption that 
the testator intended the beneficiaries to 
share the tax pro rata, unless he directed 
otherwise in his will. Among such states are 
Arkansas, California, Florida, Pennsylvania 
and New York. In most states, however, 
common law prevails. 

Perhaps the most usual type of property 
includible in the decedent’s gross estate for 
Federal Estate tax purposes which is re- 
ceived directly by the intended beneficiaries 
and which by-passes the executor is the pro- 
ceeds of life insurance policies in force upon 
the decedent’s life at death. Where these 
proceeds are made payable at death to the 
beneficiaries in a lump sum, there is no 
problem of reimbursement by the executor 
of the estate. 


Settlement Options and the 
Executor’s Collection of 
Reimbursement for Taxes 


However, where the proceeds are com- 
mitted by the insured for payment under 
settlement options, the difficulty arises as to 
how the executor shall collect his reimburse- 
ment for Federal Estate tax. There are two 
solutions to the problem. 


New York Rule 


For the purpose of convenience, one view 
may be called the New York rule. It holds 
that the proportionate share of the Federal 
Estate tax for which the insurance proceeds 
are liable for the reimbursement by the in- 
surance companies and the amount of such 
reimbursement shall be deducted forthwith 
from the total of the future payments upon 
the insured’s death. The theory of the court’s 
well-reasoned opinion is that the estate tax 
is a tax upon the property of the decedent 
and is payable out of corpus. One of the 
cases in which this rule was adhered to was 
In re Scott’s Estate, 286 N. Y. S. 138 (1936); 
249 App. Div. 542, 293 N. Y. S. 126. 


Pennsylvania Rule 
Opposing this doctrine is what may be 


termed the Pennsylvania rule. It holds that 
apportionment may not be enforced against 
insurance companies to compel payment of 
the beneficiaries’ proportionate share of Fed- 
eral Estate tax, applicable to the life insur- 
ance proceeds and paid by the executor. The 
Supreme Court of Pennsylvania’s construc- 
tion of the wording of the Pennsylvania Ap- 
portionment Act of July 2, 1936, compelled 
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the conclusion that insurance companies are 
not “persons interested in the estate,” as 
defined in the statute, and are not proper 
parties to proration proceedings within the 
purview of the statute. The Court relegates 
the executor to his rights of attachment and 
sequestration of the beneficiaries’ payments 
in satisfaction of his liability, but “only, of 
course, in such installments, at such times 


and in such manner as is stipulated in the 
policies.” 


As though to further bolster its opinion, 
the Court stated that any compulsory ac- 
celeration of the payments would constitute 
an impairment of the obligation of the con- 
tracts between the insurance companies and 
the decedent. (Moreland’s Estate, 351 Pa. 
623 (1945)). 


Comparison of Rules 


The solution of the problem under the 
Pennsylvania rule is unsatisfactory. Its legal 
casuistry fails to be persuasive in the face of 
the realities of the situation. 


When the problem is considered from the 
social aspect, the answer is also unaccept- 
able. Let it be supposed that at the time of 
the decedent’s death, the proceeds of the 
life insurance policies were set up under one 
of the options in the policies, to pay a 
monthly income to the beneficiaries. Should 
the monthly installments be attached by the 
executor to recover the pro rata share of 
Federal Estate tax due from the beneficia- 
ries, it would in many instances result in 
depriving the decedent’s dependents of their 
basic means of support from this intended 
source—at least for a considerable period of 
time. This, at a time when the family is 
called upon to meet the difficult problems of 
readjustment following the wake of the death 
of its “breadwinner.” 


Moreover, the fact that the recovered sums 
are paid to the executor of the estate does 
not guarantee that they will be made avail- 
able for the benefit of the decedent’s family. 


From the viewpoint of the family, it would 
be better in many instances for their share 
of the Federal Estate tax to be paid in one 
lump sum to the executor. Thereafter the 
monthly installments from insurance, although 
reduced in amount, would be uninterrupt- 
edly paid over to them following the dece- 
dent’s death. 


The New York rule thus commends itself 
as the one which more nearly achieves the 
most equitable and socially desirable solu- 
tion of this problem. [The End] 
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SUPREME COURT 


Traveling and living expenses “away 
from home”.—Taxpayer, as general coun- 
sel and vice-president of a railroad company, 
was regularly and principally employed at 
Mobile, Alabama, but kept his residence and 
performed part of his duties at Jackson, 
Mississippi. Traveling expenses between 
the two cities and living expenses while in 
Mobile are not deductible for 1939 and 1940 
under Code Sec. 23 (a) (1) as expenses 
incurred “away from home” in pursuit of a 
trade or business. 


Section 23 (a) (1) (A) of the Code is one 
specific example given by Congress of ordi- 
nary and necessary expenses paid or in- 
curred during the taxable year in carrying 
on a trade or business. It is contrasted 
with Section 24 (a) (1) of the Code disal- 
lowing deductions for personal, living, or 
family expenses. It is to be read in the 
light of the interpretation given it by Sec. 
19.23 (a)-2 of Regulations 103. Three con- 
ditions must thus be satisfied before a trav- 
eling expense deduction may be made under 


Section 23 (a) (1) (A). 


(1) The expense must be a reasonable 
and necessary traveling expense. This in- 
cludes transportation fares, food and lodg- 
ing expenses incurred while traveling. 


(2) The expense must be incurred while 
away from home. 


(3) The expense must be incurred in the 
pursuit of a business. This means there 
must be a direct connection between the 
expenditure and the carrying on of the trade 
or business of the taxpayer or of the em- 
ployer. The expenditure must be necessary 
and appropriate to the development and 
pursuit of the business. 

Whether particular expenditures fulfill 
these three conditions is purely a question 
of fact in most instances. The court below 
(CCA-5) accepted the Tax Court’s findings 
of fact but reversed on the basis that it had 
improperly construed the word “home”. 
The Supreme Court deemed it unnecessary 
to decide this conflict. The Tax Court’s 
opinion was directed mainly toward the 
relation of the expenditures to the railroad’s 
business. The facts demonstrate clearly 
that the expenses were not incurred in the 
pursuit of the business of the taxpayer’s 


INTERPRETATIONS . 


Court... Administrative 









. 


employer. The added costs in issue were 
incurred solely as a result of taxpayer’s 
desire to maintain his home in Jackson 
while working in Mobile. 


Business trips are to be identified in rela- 
tion to business demands. The exigencies 
of business rather than the personal con- 
veniences and necessities of the traveler 
must be the motivating factors. Sup. Ct. 
Commissioner of Internal Revenue v. J. N. 
Flowers, Respondent. 46-1 ustc { 9127. 


Contracts restricting dividends.—Sec. 26 
(c) (1), Act of 1936, providing credits on 
undistributed profits surtax is confined to 
contracts made with creditors and does not 
extend to restrictions imposed within the 
body corporate. Consequently, no credit 
was allowed under that section, where tax- 


. payer issued preferred stock certificates and 


incorporated therein by reference an article 
of its charter prohibiting the payment of 
dividends on its common stock until all 
of its. preferred stock should be retired, 
redeemed and discharged. Three dissents. 
Sup. Ct. Hercules Gasoline Company, Inc., 
Petitioner v. Commissioner of Internal Reve- 
nue. 45-2 ustc { 9473. 


APPELLATE AND LOWER 
COURTS 


Res judicata: Intervening Supreme 
Court decision.—A holding in 1935 that tax- 
payer was entitled to base its depreciation 
allowance on the full amount of its plant, 
although $20,000 thereof had been contrib- 
uted for business reasons by another cor- 
poration, was not res judicata when the 
same question arose involving the taxable 
years 1939 and 1940, where between the 
time of the first judgment and the second, 
the law as announced in the earlier decision 
was altered by an intervening Supreme 
Court decision. CCA-4. Commissioner of 
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Internal Revenue, Petitioner v. Arundel- 
Brooks Concrete Corporation, Respondent. 
46-1 ustc J 9105. 


Notes and accounts sold with business.— 
Resulting loss to taxpayer on the sale of 
notes and accounts along with the business 
of each of four branch establishments, at 
less than face value, was not deductible as 
an ordinary business loss under Code Sec. 
23 (f), but constituted a loss from the sale 
of capital assets as defined in Code Sec. 
117 (a) (1). The notes and accounts were 
obligations which customers had failed or 
refused to pay, but since the business of 
taxpayer was the sale of food and feed 
stuff, sale of the notes and accounts was 
not in the ordinary course of business; hence 
the loss was not deductible as ordinary loss. 
CCA-5. Graham Mill & Elevator Company, 
Appellant v. W. A. Thomas, Collector of In- 
ternal Revenue for the Second Collection Dis- 
trict of Texas, Appellee. 46-1 ustc J 9118. 


Trusts: Control—A power retained by 
the grantor of a trust to alter or modify the 
provisions relating to distribution, so that 
the grantor could change not only the times 
of distribution, but the equality of the shares 
of the beneficiaries, does not operate to 
make the settlor taxable on income of the 
trust under Code Sec. 22 (a), Act of 1938. 
One dissent. CCA-5. Frank Hawkins, Pe- 


titioner v. Commissioner of Internal Revenue, 


Respondent. 46-1 ustc § 9110. 


Bookkeeping entries and adjustments on 
bottles and containers: Deposits as income. 
—Amounts included in the price of Coca 
Cola products which were held in an account 
called “Deposit on cases and bottles” for 
payments to be made on the return of cases 
and bottles, which amounts had accumu- 
lated for a number of years since 1919, and 
in 1940 were transferred to taxpayer’s sur- 
plus account, were held to be taxable for 
the year 1940, where it was shown that no 
time restriction was placed upon the return 
of such containers, and credit or payment 
for their return was made generally to who- 
ever returned the containers, and those con- 
tainers not brought back were not put into 
the inventory taken at the end of the year. 
CCA-5. Wichita Coca Cola Bottling Com- 
pany, Appellant v. United States of America, 
Appellee. 46-1 ustc 79104. 


Contracts restricting dividends. — Tax- 
payer’s written agreement with creditors in 
1935 that until its loan was paid it would 
not declare or pay dividends in excess of 
50 percent of net earnings was construed 
to prohibit the payment of stock dividends 
as well as cash distributions, and taxpayer 


Interpretations 


was entitled to a credit on its undistributed 
profits surtax under Sec. 26 (c) (1), Act of 
1936. One dissent. CCA-7. Commissioner 
of Internal Revenue, Petitioner v. Midland 
Electric Coal Corporation, Respondent. 46-1 
ustc { 9102. 


Redemption of preferred stock: Partial 
liquidation: Business purpose irrelevant.— 
Where a corporation redeemed one-half of 
its 7% cumulative preferred stock in 1936 
because it was possible to make bank loans 
at 3%, such a transaction comes within the 
definition of “amounts distributed in partial 
liquidation” contained in Sec. 115 (i), 1936 
Act and not within Sec. 117 (a) of that Act. 
It was held that such statutory definition is 
without limitation or exception, and the 
business purpose for which the transaction 
was carried out is irrelevant, there being 
no room for making an exception in the case 
of distributions from borrowed money 
rather than from surplus funds in the cor- 
porate treasury. Accordingly, the gain de- 
rived by taxpayer on the transfer of his 
shares of preferred stock was taxable 100% 
within the meaning of Sec. 115 (c) and (i) 
of the Revenue Act of 1936. CCA-7. Her- 
bert L. Stern, Plaintiff-Appellee v. Carter H. 
Harrison, Collector of Internal Revenue, De- 
fendant-A ppellant. 46-1 ustc J 9112. 


Community property: California. — Tax- 
payer’s half of community property, like her 
decedent-husband’s half, was subject to ad- 
ministration, but, unlike his half, her half 
never became a part of his estate, and, ac- 
cordingly: (1) One-half of the income there- 
from was income to and taxable to 
taxpayer. (2) Only one-half of the fees 
paid to taxpayer, as executrix, was taxable 
income to her. (3) One-half of the general 
taxes paid on the property was deductible 
by her. (4) One-half of the long-term capi- 
tal loss sustained on the sale of community 
property was deductible by her. (5) Tax- 
payer was entitled to take credit, in com- 
puting her tax, for one-half of the interest 
collected on tax-free bonds. CCA-9. Stella 
Wheeler Bishop, Petitioner v. Commissioner of 
Internal Revenue, Respondent. 46-1 ustTc 
q 9107. 


Intent to evade taxes.—Conviction of tax- 
payers for intent to evade tax and conspiracy 
to evade tax was sustained on the evidence. 
Testimony in the record to the effect that 
taxpayers planned to keep a special set of 
books for exhibition purposes only, admis- 
sions of taxpayers of substantial profits 
never reported, and failure to maintain ade- 
quate records were sufficient evidence of 
willful intent to evade taxes to carry the 
case to the jury. The Circuit Court holds 
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specially (1) that it was not reversible error 
that taxpayers were found guilty of two 
conspiracies, though only one was shown, 
since the penalties exacted were within the 
maximum prescribed for a single conspiracy, 
(2) the willful attempt to evade taxes is a 
substantive offense apart from the con- 
spiracy to evade income taxes, and taxpayers 
could be properly found guilty of both; and 
(3) the Court sustained the lower court’s 
denial of a bill of particulars. CCA-9. 
James Ma-xfield and Hugh Wilton, Appellants 
v. United States of America, Appellee. Hugh 
Wilton and James Maxfield, Appellants v. 
United States of America, Appellee. 46-1 
ustc { 9115. 


California community property: Alloca- 
tion of income.—Where the case was argued 
and submitted to the Appellate Court by 
both parties on the theory that the Tax 
Court found that capital invested in a part- 
nership business had earned a return for 
either 1940 or 1941 greater than 8 per cent, 
“which the Commissioner determined and 
the Court found to be fair,” and that the 
Tax Court had also found that the capital 
invested had earned a return in the same 
years greater than 7 per cent, but where the 
Tax Court had not made either finding, the 
case was ordered remanded to the Tax 
Court to make findings on the issue as to 
the amounts attributable to capital and to 
the taxpayers’ management of the business, 
and to decide the case, keeping in view the 
agreement of the parties that such findings 
were made. One dissent. CCA-9. J. Z. 
Todd and J. L. Todd, Petitioners, v. Commis- 
sioner of Internal Revenue, Respondent. 46-1 
ustc § 9108. 


Joinder of U. S. and Collector as parties 
defendant.—In a suit against the Collector 
and the United States, jointly, motion to 
dismiss as to the Collector on the ground 
that the United States had not consented 
to the joinder was denied, where the United 
States had consented to be sued, and there 
appeared no possible embarrassment to the 
United States from the joinder. DC Conn. 
Edward G. Buckland, Plaintiff v. United States 
of America and Frank W. Kraemer, Collector 
of Internal Revenue for the District of Con- 
necticut, Defendants. 46-1 ustc § 9116. 


TAX COURT 


Payment by guarantor: When deductible. 
—Prior to 1941, taxpayer, who was on a 
cash basis, guaranteed certain obligations of 
a country club of which he was a member. 
The country club later became insolvent. 
In 1941 taxpayer was sued as guarantor 
and his bank accounts were garnisheed. On 





December 13, 1941, a basis of settlement 
was agreed upon, whereby taxpayer was to 
pay $4,000 in cash and the garnishment pro- 
ceedings were to be discontinued. On Jan- 
uary 12, 1942, the garnishment proceedings 
were formally released of record and the 
trustee received payment in cash of the 
sum of $4,000 out of the accounts of tax- 
payer. Taxpayer contended that he made 
constructive payment in 1941 and that he 
was entitled to a bad debt deduction for that 
year. The Commissioner contended that 
since the actual payment in cash of the sum 
of $4,000 was not made until 1942, no de- 
duction for this amount was allowable for 
1941. The Tax Court holds that there was 
no constructive payment of the $4,000 in 
1941, and the bad debt deduction for that 
amount was disallowed. The making of the 
agreement of settlement in 1941 did not in 
itself operate to discharge the taxpayer’s 
obligations, because under the agreement, 
the creditor was not entitled to the money 
until the garnishment proceedings had been 
discontinued, and since this was not done 
until 1942 there was no constructive receipt 
of the $4,000 in 1941. Walter J. Bemb v. 
Commisstoner. CCH Dec. 14,901. 


Sons not members of partnership: No 
change in management and control of busi- 
ness.—Prior to January 1941, taxpayers, hus- 
band and wife, operated an auto parts concern 
as equal partners. The success of the business 
was due primarily to the activities of the 
husband who was in complete control of the 
conduct of the business. On January 1, 
1941, each of the taxpayers gave one-half 
of his interest in the business to one of their 
two minor sons. The firm’s books were set 
up to show an equal capital account for all 
parties. There was no formal partnership 
agreement executed at the time. The sons 
performed little service for the business and 
their withdrawals from their partnership 
accounts during the taxable year were neg- 
ligible. The husband continued to operate 
the business as he pleased and he drew at 
will from the partnership funds for personal 
and family expenses without charge there- 
for against his share of profits. Held, that 
since there was no change in the manage- 
ment and control of the partnership business 
and income nor any material change in the 
economic status of the taxpayers in respect 
thereof, the sons were not members of the 
partnership during 1941 for Federal income 
tax purposes and the income thereof is prop- 
erly taxable one-half to each of the tax- 
payers. P. A. Keenan, Sr. v. Commissioner, 
Mattie W. Keenan v. Commissioner. CCH 
Dec. 14,906. 
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Check for services received at close of 
year.—In 1941 taxpayer was managing 
editor of the American Bar Association 
Law Journal, and some controversy arose 
between him and the editorial board of the 
Association as to policy. The controversy 
was finally settled amicably by taxpayer’s 
agreeing to retire as managing editor with 
the January 1942 issue of the Journal. The 
Association on December 30, 1941, delivered 
to taxpayer a check for $2,666.67 as an hon- 
orarium for the good services which he had 
performed, and in full settlement of all 
claims against the Association. Taxpayer 
on the same date delivered a written ac- 
ceptance of said check in full satisfaction 
of any claims that he might have against the 
Association. December 30 or 31 of that 
year was neither a Sunday nor a legal holi- 
day. Taxpayer filed his income tax return 
for the year 1941 on the cash basis. The 
Tax Court holds that the check for $2,666.67 
received by taxpayer December 30, 1941 was 
taxable income to him in that year although 
he did not actually deposit the check in his 
bank account until January 2, 1942. Urban 
A, Lavery v. Commissioner. CCH Dec. 
14,882. 


Unpaid bonus: Constructive payment.— 
In January 1941 taxpayer, sole proprietor 
of a passenger bus line, entered into an 
agreement with his son and two daughters 


under the terms of which he agreed to pay 
them, in addition to certain salaries which 
they were then drawing, a bonus, for serv- 
ices to be rendered by them during that 
year, of 25% of the net profits of the busi- 
ness to be divided among them in a certain 


proportion. During the calendar year 1941 
the son was advanced, and withdrew, almost 
the total amount of the bonus due him. The 
daughters were not paid their shares of the 
bonus until the following September and it 
was not until the completion of the audit 
of taxpayer’s books on May 15, 1942 that 
the amount of the bonuses to be paid was 
ascertained. Under the agreement the 
bonuses were not due until after the end 
of the taxable year and only then could the 
profits of the business be computed. The 
Tax Court, on a finding that the amounts 
of the bonuses were not at any time during 
the taxable year available to the payees by 
the mere taking, holds that there was no 
constructive receipt thereof by them, and 
that Code Sec. 24 (c) applies to preclude 
deduction thereof by taxpayer in the tax- 
able year. McDuff Turner v. Commissioner. 
CCH Dec. 14,878. 


Abnormal bad debt deduction: Code Sec. 
711 (b) (1) (J) invoked.—Taxpayer com- 


Interpretations 


puted its excess profits credit for the fiscal 
year ended August 31, 1941 under section 
713 of the Internal Revenue Code. The 
Commissioner revised taxpayer’s excess 
profits tax net income for two base period 
years by disallowing a portion of certain 
advertising and publicity expenses for those 
years as abnormal deductions under section 
711 (b) (1) (J) of the Internal Revenue 
Code. Taxpayer did not elect to charge to 
capital account any part of its expenditures 
for advertising and promotion of good will 
in those years and has not sought to revise 
its excess profits net income for the base 
period years by revising its deductions for 
advertising and publicity purposes under 
the provisions of section 711 (b) (1) (J) and 
(K). Held, that section 711 (b) (1) (J) is 
a relief provision for the exclusive benefit 
of taxpayers and that the Commissioner is 
without authority to revise the excess profits 
tax net income for the base period years 
in accordance therewith when the applica- 
tion of such section has not been invoked 
by the taxpayer as provided in subsection 
(K) (ii). Carter Mullaly, George A. Hales, 
and James R. McBrayer, as Trustees of Hales- 
Mullaly, Inc., a dissolved corporation v. Com- 
missioner. CCH Dec. 14,907. 


Radio prize money.—Taxpayer was the 
winner of a prize in the sum of $900, paid 
in connection with the Pot O’ Gold radio 
program, by chance selection of her name 
under a method involving the use of a spin- 
ning wheel bearing numbers, and a tele- 
phone directory. The rules under which she 
won the prize did not require that she be at 
home at the time of the telephone announce- 
ment that her name had been selected, or 
that she be listening to the radio program 
at that time, but required only that her tele- 
phone be answered when the call was made. 
The money was delivered to taxpayer at 
her home. Taxpayer refused an invitation 
to appear on the Pot O’ Gold program, and 
never had any other connection with that 
program, or with the company which spon- 
sored it. She never bought or used the 
product of the sponsors, nor did she give a 
testimonial with regard to it. She never 
authorized any one to announce that she had 
received the money. The Commissioner 
contended that the prize money constituted 
taxable income. The Tax Court holds on 
the facts that the $900 received by taxpayer 
was an outright gift without any of the 
earmarks of income, and was excludible 
from the gross income of taxpayer. Pauline 
C. Washburn v. Commissioner. CCH Dec. 
14,900. 
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TAX COURT— 
MEMORANDUM OPINIONS 


Dog-raising enterprise. — In 1936, tax- 
payer, aged 65, was compelled to dispose 
of the greater portion of his utility invest- 
ments at a loss, and thereafter his income 
was limited principally to small salaries and 
fees for engineering services. Prior to 1936, 
he had several dogs, which he used for 
hunting on purely pleasure trips. In 1938, 
taxpayer decided to go into the business 
of raising, training and selling dogs. He 
then owned one outstanding male, an Eng- 
lish setter, and purchased a set of females 
of outstanding bloodlines for $200. In 1941, 
he owned approximately 20 English setters, 
and on a number of occasions advertised his 
dogs for sale and for stud purposes in a 
leading sportsmen’s newspaper. Taxpayer’s 
dogs won a number of trophies and prizes 
in field trials. In the taxable year 1941, he 
shipped his dogs to South Carolina in the 
winter for training and kept them there 
until the end of the hunting season. In the 
course of: training the dogs, he did some 
hunting with them. He devoted very little 
time to his water companies and engineer- 
ing, from which he received $6,580 in the 
taxable year. For the taxable year 1941, 
he claimed a loss of $1,259.39 on the opera- 
tion of his dog enterprise. The Commis- 
sioner contended that the dog-raising 
activities were only a hobby with taxpayer, 
and that therefore the loss was not deduct- 
ible as a business loss. The Tax Court 
holds on the evidence that taxpayer em- 
barked upon the venture with the intention 
of operating it at a profit, that he carried on 
his activities as a trade or business, and 
therefore he was entitled to a deduction for 
the loss claimed. James L. Bryne v. Com- 
missioner. CCH Dec. 14,894(M). 


Enforceable obligations—In 1912, tax- 
payer received cash amounting to $3,835 
from the sale of his wife’s property, to han- 
dle for her. The money was used by tax- 
payer without restriction, and no note or 
evidence of indebtedness was given. Tax- 
payer’s wife, prior to her death, requested 
that taxpayer make gifts of $1,000 to each 
of their six grandchildren. No mention was 
made at that time of the money which had 
been turned over to taxpayer by his wife. 
She left no will, and she had no property 
at the time of her death, other than what- 
ever rights she had with respect to the 
money turned over to her husband. Upon 
his wife’s death, taxpayer told his sons, who 
were the parents of the grandchildren, of 
his wife’s desire, and agreed with them that 
he would continue to use the “gift” money 
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and pay the grandchildren interest. There 
was no note or evidence of this agreement, 
For the taxable year 1941, taxpayer deducted 
under Code Sec. 23 (b), as interest on in- 
debtedness, the sum of $2,894.06, represent- 
ing interest accrued since 1932 to each of 
the grandchildren on the $1,000 gifts, which 
he paid in that year. The Tax Court holds 
that taxpayer’s promise to his wife was not 
a settlement of an obligation to her, but 
merely an obligation gratuitously incurred 
by him to make the gifts himself; and since 
the payments to the grandchildren were not 
a legally enforceable obligation of taxpayer, 
they were not deductible, since the deduc- 
tion was not founded upon an “indebted- 
ness” within the purview of Code Sec. 
23 (b). W. E. Denniston v. Commissioner. 
CCH Dec. 14,893(M). 


Stock of subsidiary: Earnings and profits 
to parent.—Taxpayers, as stockholders of 
a corporation, received a proportionate share 
of a distribution of all the stock of the cor- 
poration’s subsidiary, on December 29, 1941. 
The subsidiary’s stock was then valued a: 
$42 per share. The company had acquired 
all of the stock of the subsidiary by transfer 
to the subsidiary, upon the subsidiary’s in- 
corporation in 1926, of certain mineral rights 
in respect to the company’s lands acquired by 
the company prior to March 1, 1913. On 
January 1, 1941, the company had no earn- 
ings and profits accumulated since March 
1, 1913. The Commissioner contended that 
the fair market value of the stock of the 
subsidiary became a part of the company’s 
earnings and profits, hence the company 
had earnings and profits acquired after 
March 1, 1913, and that upon the distribu- 
tion of the subsidiary’s stock on December 
29, 1941, taxpayers realized income in the 
amount of $42 per share so distributed to 
them, The Tax Court holds that the stock 
of the subsidiary distributed by the com- 
pany was not acquired out of its earnings 
and profits accumulated subsequent to 
March 1, 1913, and, therefore, on the au- 
thority of Estate of H. H. Timken, 47 BTA 
494, 423 CCH 7811, and National Carbon 
Company, Inc., 2 TC 57, 433 CCH J 7452, 
the value of the stock so distributed to them 
did not constitute taxable income. G. W. 
Grandin v. Commissioner, Dorothy H. Ulf v. 
Commissioner. CCH Dec. 14,863(M). 


Operation of unlawful business.—Tax- 
payer was engaged in the business of oper- 
ating slot machines in the club rooms of 
various lodges. The machines were installed 
and operated under an agreement with a 
promotional organization providing for pay- 
ment of the proceeds in fixed percentages to 
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the association, the individual lodges, and 
taxpayer respectively. The collections from 
the machines were made about once weekly 
by employees of taxpayer. Lodge officials 
assisted in counting the money, and retained 
75 per cent of the proceeds for the lodge. 
The collectors, after taking their commis- 
sions, would forward the balance to tax- 
payer. Taxpayer would thereupon make 
weekly remittances to the organization, in 
accordance with the existing agreement, of 
71%4 per cent of the gross collections from 
the slot machines which he operated. Tax- 
payer deducted $12,782.38 so remitted in 
1940 in his income tax return for that year. 
The operation of the slot machines for gain 
was unlawful in the states in which they 
were operated. The Commissioner disal- 
lowed the deduction. The Tax Court holds 
on the authority of Horace Mill, 5 TC 691, 
CCH Dec. 14,733, that the portion of the 
proceeds remitted to the organization was 
not taxpayer’s income and could not be 
taxed to him. Harold R. Horn v. Commis- 
stoner. CCH Dec. 14,892(M). 


Sale of inherited residence.—In 1931, tax- 
payer inherited an undivided one-half in- 
terest in certain real estate from her mother 
who, prior to her death, had used the prop- 
erty as a private residence. Taxpayer was 
married, had children, and had an estab- 
lished home of her own. At no time did 
she use or intend to use the inherited prop- 
erty as a residence. Shortly after the prop- 
erty was distributed it was placed in the 
hands of real estate agents for sale or rent. 
The agents were unable to sell or rent the 
property until 1941, at which time it was 
sold. Taxpayer claimed a deduction for a 
long-term capital loss on the sale in the 
amount of $3,345.38. The Commissioner 
contended that because the property had 
been used as a private residence by tax- 
payer’s mother up to the time of her death, 
its status remained the same in the hands 
of taxpayer as inheritor until such time as it 
might be actually converted to a profitable 
use, and therefore the sale was not a trans- 
iction entered into for profit and the loss was 
not allowable under Code Sec. 23 (e) (2). 
The Tax Court holds on the authority of N. 
Stuart Campbell, 454 CCH ¥ 7514, 5 TC 272, 
and Robert W. Williams, CCH Dec. 421, 1 
BTA 1101, that the loss was deductible un- 
der Code Sec. 23 (e) (2), as a loss “incurred 
in a transaction entered into for profit, 
though not connected with a trade or busi- 
ness.” Margaret M. Kinnicutt v. Commis- 
sioner. CCH Dec. 14,870(M). 


Sales between members of family: Pur- 
chase and sale of stock on Exchange.—Tax- 


Interpretations 





Each main- 
tained a separate brokerage account, but the 
husband bought and sold securities for his 
own account and frequently, as agent, for 


payers were husband and wife. 


the account of his wife. In the taxable year, 
the husband instructed his broker to sell 
certain stocks from his account, and at the 
same time instructed him to purchase like 
stock for the account of his wife; or he in- 
structed the broker to sell from his wife’s 
account, and purchase for his own account. 
Neither taxpayer knew to whom he (or she) 
sold, or from whom he (or she) purchased. 
All the stocks were listed on the New York 
Stock Exchange. Taxpayers claimed a long- 
term capital loss of $5,034 as resulting from 
these sales. The Commissioner contended 
that the loss was not allowable under Code 
Sec. 24 (b) as a loss from a sale or exchange 
of property, directly or indirectly, between 
members of a family. The Tax Court holds 
on the authority of John P. Williams, 454 
CCH 7613, 5 TC 623, and Pauline Ickel- 
heimer, CCH Dec. 12,132, 45 BTA 478, aff'd 
43-1 ustc § 9231, 132 Fed. (2d) 660, that 
the sales were not sales between members of 
a family within the meaning of Code Sec. 
24 (b) (1) (A), and the deduction 
was allowed. August Kohn, Jr. and Do- 
rita Kohn, Wife v. Commissioner. CCH 
Dec. 14,869(M). 

Officers’ salaries: Reasonableness.—Tax- 
payer was a family corporation, organized 
by its president in 1940 to take over and 
continue an electrical contracting business 
upon retirement of the original owner. ‘As 
compensation, taxpayer’s president received 
45 percent of net earnings. During the 
taxable years, compensation received by 
him was $136,504 for 1941 and $65,279 for 
1942. The president’s employment in the 
business, prior to the incorporation of tax- 
payer, dated back to 1908, and he served 
taxpayer in exactly the same capacities as he 
had the original business. These services 
consisted of soliciting and obtaining busi- 
ness, estimating jobs, and supervising the 
work. He was reputed to be one of the 
most successful managers and contractors 
in his field, and had built up excellent con- 
tacts during his long experience. He was 
the only person engaged in obtaining business 
for taxpayer, and, under highly competitive 
conditions, obtained contracts with automo- 
bile companies on jobs involving expendi- 
tures as high as $14,000,000. His earnings 
record in the original business showed that 
he received compensation of $40,000 in 1925, 
and that by 1930 he was receiving 45 per 
cent of the net profits. In 1935, he entered 
into a new contract with his employer pro- 
viding for division of profits and losses in 


179 































































































































































































































































































































































































ratios of 55 per cent for his employer, and 
45 per cent to be paid to a corporation or- 
ganized by him to be his corporate alter ego. 
It appeared in evidence that compensation 
of salesmen in the electrical contracting 
business was often determined on a per- 
centage of profits from contracts basis, per- 
centages paid being as high as 50 per cent. 
The Commissioner contended that after the 
1935 agreement, the original business was 
operated as a partnership, in which tax- 
payer’s president had shared profits at the 
rate of 45 per cent, and consequently the 
agreement between taxpayer and the presi- 
dent was not a bona fide agreement to pay 
salary, but an agreement to distribute earn- 
ings without reference to the value of serv- 
ices. The Tax Court holds that whether the 
business had been conducted as a partner- 
ship was immaterial, and on the evidence the 
salaries paid were reasonable and deductible 
by taxpayer in their full amount. John 
Miller Electric Company, Inc. v. Commis- 
sioner. CCH Dec. 14,857(M). 


Failure to file returns: Penalties. — Tax- 
payer was found guilty in 1944 under an 
indictment specifically charging him with 
furnishing whiskey and sugar of lead to 
certain Selective Service registrants with a 
view to making them ill and to deceiving the 
military authorities who were to examine 
the registrants as to their fitness. For the 
taxable years 1942 and 1943, the Commis- 
sioner made a determination of taxpayer’s 
income tax based on an estimated income 
and added thereto additional tax imposed 
under Code Sec. 291 (a), for failure to file 
returns, and under Code Sec. 293 (b), for 
fraud with intent to evade taxes. Taxpayer 
contended that in neither of the taxable 
years did he earn sufficient income to re- 
quire his filing returns. At the time of tax- 
payer’s arrest in 1944, agents of the Federal 
Bureau of Investigation located approxi- 
mately $7,208 locked in a trunk in his farm 
house. The Commissioner contended that 
taxpayer received income from Selective 
Service registrants in return for the mixture 
of sugar and lead with whiskey for furnish- 
ing which he was indicted and fined, but 
called no witnesses and furnished no other 
evidence. Taxpayer denied having sold the 
mixture or even having furnished it. The Tax 
Court holds that the evidence failed to show 
that taxpayer had sufficient income to re- 
quire his filing income tax returns, and the 
penalties assessed by the Commissioner 
were improper. Peter Murray, alias Julius 
Murray v. Commissioner. CCH Dec. 
14,891(M). 


Bonds: Year of worthlessness.—Taxpayer 
was a holder of $2,500 in second mortgage 
bonds in a real estate holding corporation, 
whose principal asset consisted of a club- 
house for a fraternity of which taxpayer 
was a member. The first mortgage in the 
amount of $300,000 was held by an insurance 
company. Substantial losses were suffered 
by the corporation. The first mortgage was 
extended in 1935 and again in 1939. In 
consideration of a waiver of interest amount- 
ing to $13,100 the mortgagee took a chattel 
mortgage on any future chattels purchased 
by the corporation. At the close of 1937, the 
corporation was insolvent, and had a deficit 
of over $400,000. Conditions grew steadily 
worse, and, at the close of 1940, total assets 
of the corporation amounted to less than 
$345,000, whereas total liabilities, exclusive 
of capital stock, amounted to over $643,000, 
and the deficit was more than $443,000. 
Back rents of the fraternity amounted to 
$65,280 in 1940. In 1941, taxpayer sold the 
bonds which had cost him $2,500 to a fra- 
ternity brother for $1.00, and claimed a 
long-term capital loss on the sale. The 
Commissioner contended that the second 
mortgage bonds became worthless prior to 
1941, and accordingly disallowed the deduc- 
tion. The Tax Court holds that on the 
evidence the stock became worthless prior 
to 1941, and the loss was therefore not de- 
ductible for that year. The fact that tax- 
payer went through the forms of a sale did 
not postpone the date of deduction on ac- 
count of worthlessness. Joseph M. Nelson 
v. Commissioner. CCH Dec. 14,859(M). 


Reasonable compensation. — Taxpayer- 
corporation was in the retail men’s clothing 
business. Invested capital was $5,000 paid 
in by each of two brothers. No dividends 
were paid on the stock from 1926, the year 
of incorporation, until the taxable year 1940. 
The brothers, president and secretary-treas- 
urer of taxpayer, were paid $16,100 each in 
the taxable year. The president was buyer 
for the taxpayer in New York, and the other 
brother bought goods in the store in Bridge- 
port, Conn. Both brothers looked after the 
store. The Commissioner allowed a com- 
bined deduction of $15,000. The Tax Court 
held, considering the close family relation- 
ship and ownership of stock, the unsatisfac- 
tory record as to determination upon 
salaries, the small amount of profit left after 
payment of salaries and the nature of the 
duties performed, that $12,500 was a rea- 
sonable salary for the president of taxpayer, 
and $8,500 for the secretary-treasurer. The 
Tax Court held, further, that a deduction of 
$500 for each of the wives of the taxpayers, 
as directors’ fees, was not allowable, since 
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no minutes of any meeting were written 
up, and it was not shown that the wives 
participated therein. Outlet Clothing Com- 
pany, Inc. v. Commissioner. CCH Dec. 
14,877(M). 


Losses: Who is taxpayer.—Legal title to 
certain farm land in Florida was originally 
conveyed to a bank as trustee, without any 
provision for a successor. -The bank hav- 
ing failed in 1927 and having been liquidated, 
no successor trustee was thereafter appointed. 
No term was prescribed in the trust instru- 
ment for the duration of the trust. Thereafter 
the farms were operated under the fic- 
titious name of Hammon Development 
Company. The manager and beneficiary of 
a one-fourth interest was the nominal man- 
ager prior to his death in 1938. After his 
death his one-fourth interest was conveyed 
to his heirs, and thereafter the enterprise 
was managed by taxpayers who were the 
original beneficiaries still living. There was 
no formal agreement among them as to how 
it would be operated. When it became nec- 
essary to borrow money for operating ex- 
penses, notes were given, signed “Hammon 
Development Company” by taxpayers as 
“trustees,” being required by the payees to 
be so endorsed before the money was turned 
over to them. Under the laws of Florida, 
taxpayers were the equitable owners of un- 
divided interests in realty which they oper- 
ated jointly for their own benefit and they, 
or any of them, particularly after the death 
of the manager, might have maintained a 
bill for the partition of the property. The 
Tax Court holds that taxpayers were not an 
entity taxable as a corporation within the 
meaning of Code Sec. 3797 (a) (3) and that 
they were, therefore, entitled to the deduc- 
tions for losses sustained in the farming 
operation on their personal income tax re- 
turns. Horace P. Robinson and Marie D. 
Robinson, his wife, v. Commissioner, Wallace 
A. Robinson v. Commissioner, H. F. Hammon 
Trust, by Horace P. Robinson and Wallace 
A, Robinson, Co-Trustees, v. Commissioner. 


CCH Dec. 14,866(M). 


Officers’ salaries: Reasonableness.—Tax- 
payer was a corporation engaged in the 
business of operating a private school for 
training aviation mechanics. Total assets 
of the school consisted of $5,800 in physical 
assets and $3,262 in cash. The business was 
started in 1934 solely through the efforts 
of taxpayer’s president and secretary. Own- 
ership of the school was originally in the 
president’s name, but the secretary had 
furnished all the original capital and had 
worked two years without compensation, 


Interpretations 


and on incorporation, all the assets were 
transferred to taxpayer in the secretary’s 
name with the consent of the president, and 
all the stock was issued to her. The presi- 
dent had worked at various jobs in the field 
of aviation since 1914, and his earnings dur- 
ing all these years fluctuated widely from a 
few hundred dollars in some years to be- 
tween $20,000 and -$30,000 which he earned 
in one year, 1928, in the operation of his own 
school. In the operation of taxpayer, the 
president originated certain material used 
in aviation theory, trained and supervised 
instructors and personally supervised the 
preparation of students for examinations. 
The secretary was a graduate of a teachers’ 
college in 1926, and had taught in various 
high schools, and, later, in private schools. 
She served as registrar for taxpayer, planned 
curricula, edited material, handled financial 
transactions, and prepared examinations, In 
addition, she conferred with government in- 
spectors and officials, made trips to inspect 
approved aviation schools, and kept in touch 
with the Civil Aeronautics Authority in or- 
der to be familiar with regulations and re- 
quirements. Both the president and 
secretary worked long hours, often sixty to 
seventy a week. The vice-president, whose 
salary was not questioned by the Commis- 
sioner, earned $15,000 in 1940. For the 
taxable year 1940, taxpayer deducted salary 
paid to its president and secretary in the 
amounts of $15,900 and $15,540, respectively, 
and for the taxable year 1941, $13,400 and 
$13,040. The Commissioner contended that 
both the president and secretary were in 
fact equal stockholders, and the amounts 
paid represented dividends in disguise, that 
the salaries in question constituted 30 and 29 
per cent in the taxable years, respectively, of 
the gross income of taxpayer, and that no 
dividends were paid; and accordingly disal- 
lowed deductions for their salaries in excess 
of $9,000 to each for 1940 and $8,400 for 
1941. The Tax Court holds on the evidence 
that the salaries were reasonable and allow- 
able in full. Taxpayer was a personal serv- 
ice corporation and its success was achieved 
and its income earned largely through the 
services of the president and secretary. Their 
low earnings records from 1929 to 1936 
were not important in view of the large 
income earned by the president in an almost 
identical venture in 1928. The fact that no 
dividends were paid was not particularly 
significant because the salaries bore no re- 
lation to stockholders. Stinson School of 
Aviation, Inc. v. Commissioner. CCH Dec. 
14,862(M). 
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STATE TAX 


ALABAMA 
March 1 


Automobile dealers’ reports due. 

Drug stores’ renewal permits due. 

Freight line companies’ license tax state- 
ments due. 

Public utilities’ property tax statements 
due. 





March 10—— 


Automobile dealers’ reports due. 

Report and payment of service licensees 
of alcoholic beverage due. 

Reports of manufacturers and distributors 
of alcoholic beverages due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers and jobbers report 
due. 


March 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 

Franchise tax reports due. 

Income tax installments dues. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 


March 20—— 


Automobile dealers’ reports due. 

Coal and iron ore mining tax report and 
payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax reports and payments due. 


ARIZONA 
March 5—— 
Alcoholic beverages licensee’s report due. 





Second Monday 
Tax due on unsecured personal property 


within $200 value. 


March 10 


Wholesalers of malt, vinous and spiritu- 
ous liquors reports and payment due. 








CALENDAR 


March 12 


Assessment date for railroad property 
taxes. 


March 15—— 
Gross income reports and payments due. 
Income tax informations returns due. 
Income tax returns and payments due. 
Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 


March 25—— 
Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ reports and pay- 

ments due. 


ARKANSAS 





March 1 
Franchise tax reports due. 
Insurance companies’ premiums tax due. 
Public utilities’ annual reports due. 


March 10—— 

Alcoholic beverages consumers’ sales taxes 
due. 

Cigarette reports due. 

Motor fuel carriers’ report due. 

Natural resources severance tax report 
and payment due. 

Statement of purchases of natural re- 
sources. 


March 15—— 
Alcoholic beverage reports due. 
Oil and gas reports and payments due. 


March 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


CALIFORNIA 
March 1 


Common carrier distilled spirits tax re- 
port and payment due. 

Gasoline tax report and payment due. 

Insurance annual reports due. 

March 15—— 

Beer and wine report and tax due. 

Distilled spirits report and tax due. 

Franchise and corporation income returns 
and tax due. 

Use fuel tax report and tax due. 


March 20—— 
Motor carriers’ gross receipts tax due. 


March 31 


Mine owners’ annual report due. 
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COLORADO 
March 1 
Between this date and April 1 following, 
all stock, furniture, refrigerator, fruit, 
poultry and tank car companies shall 
file a car mileage report. 
Utilities property tax statement due. 


March 5—— 
Alcoholic beverage manufacturers’ reports 
due. 
Motor carriers’ tax due. 


March 10—— 
Motor carriers’ report due. 


March 15—— 

Annual corporation license fee (franchise 
tax) report is due on or before this 
date, unless March 15 falls on a Sunday. 

Sales tax reports and payments due. 

Use tax reports and payments due. 


March 25—— 
Coal royalty tax due. 
Gasoline (including diesel fuel) tax re- 
ports and payment due. 


CONNECTICUT 
March 1 
Gasoline tax due. 
Motor vehicle registration fees due. 


March 15—— 

Cigarette tax report due. 

Gasoline use tax reports and payment due. 
March 20—— 


Alcoholic beverage tax return and pay- 
ment due. 
Public utilities reports due. 


State Tax Calendar 


DELAWARE 
March 15—— 
Filling stations’ gasoline tax report. 
Manufacturers and importers of alcoholic 
beverages report due. 


March 31 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 
Motor vehicle registration expires. 


DISTRICT OF COLUMBIA 
March 1 

Annual gross receipts tax of street rail- 
roads due. 

Insurance companies taxes due. 

Second half of gross earnings tax of bond- 
ing, title, guaranty and fidelity compa- 
nies and building associations due. 

Second half of property taxes due. 

March 10—— 

Licensed manufacturers’ and wholesalers’ 
of beer report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages report 
due. 

March 15—— 
Tax on beer due. 


March 25—— 
Gasoline tax report and payment due. 


FLORIDA 
March 1 


Insurance company gross premiums tax 
due. 


Motor transportation company reports and 
tax due. 
March 4—— 
Railroad and telegraph property tax re- 
turns due. 
March 10—— 
Agents’ and wholesalers’ cigarette tax re- 
ports due. 
Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 
March 15—— 
Electric or gas light, heat, power, tele- 
phone and telegraph company gross 
receipts report and tax due. 


Gasoline sales, use and storage reports 
and taxes due. 


Transporters’ and carriers’ alcoholic bev- 
erages reports due. 
March 25—— 


Oil and gas severance reports and taxes 
due. 
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March 31 
Auto transportation company reports due. 
Intangibles tax for preceding year delin- 

quent after this day. 


GEORGIA 





March 1 
Intangibles tax information returns due. 
Insurance companies premiums tax re- 

turns and payments due. 
Public utilities property tax returns due. 

March 10—— 

Cigar and cigarette reports due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 

March 15—— 

Income tax returns and payments due. 
Intangibles tax returns due. 
Malt-beverage tax report due. 


March 20—— 
Gasoline tax report and payment due. 


IDAHO 
March 10—— 
Dairy products substitutes dealers’ reports 
due. 
March 15—— 


Beer dealers’, brewers’ and wholesalers’ 
reports due. 

Cigarette wholesalers’ drop shipment re- 
ports due. 

Electric power companies’ report and tax 
> due. 

Gasoline dealers’ tax report and payment 
due. 

Income tax returns, payments and infor- 
mation reports due. 

Public utilities statement and tax due. 


March 31 
Beer tax, additional, due. 


‘ 





ILLINOIS 

March 1 

Insurance companies premiums tax re- 
ports due. 
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March 10—— 
Motor carriers’ mileage tax due. 


March 15—— 
Alcoholic beverage tax reports due. 
Cigarette tax return due. 
Electricity tax report and tax due. 
Gas tax report and tax due. 

Messages tax report and tax due. 

Sales tax report and payment due. 


March 20—— 
Gasoline tax report and payment due. 


March 31 
Transporters’ gasoline tax report due. 





INDIANA 
March 1 
Alcoholic vinous beverage tax due. 
Insurance companies premiums tax re- 
turn and payment due. 
Utilities property tax return due. 


March 15—— 
Alcoholic vinous beverage tax due. 
Fuel use tax reports and payment due. 
March 20—— 


Bank share tax report and payment due. 
Building and loan association’s intangibles 
tax report and payments due. 


March 25—— 
Gasoline tax report and payment due. 





IOWA 
March 10—— 
Carriers’ gasoline tax report due. 
Cigarette vendors’ reports due. 
Class “A” permittees make beer tax re- 
port and payment. 


March 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 


March 30—— 
Income tax returns 

year due. 
One-half of all income tax over $10 due. 


March 31 


Information returns due. 


based on calendar 





KANSAS 
March 1 


Income tax information at the source re- 
turns due. 

Railroad companies’ reports of amounts 
withheld from private car companies 
due. 
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March 5—— 
Cigarette distributors’ reports due. 


March 10—— 
Alcoholic and malt beverage wholesalers’ 
and distributors’ reports due. 
Malt beverage dealers’ reports due. 
March 15—— 


Carriers’ gasoline and fuel use tax reports 
and fees due. 


Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax re- 
port and payment due. 
March 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 
Utilities’ property tax returns due. 


March 25—— 
Gasoline tax report and payment due. 


March 31 
Bank share reports due. 
Domestic corporations’ franchise tax re- 
ports and corporation taxes due. 


Foreign corporations’ franchise tax reports 
due. 


KENTUCKY 
March 1 


Insurance reports and taxes due. 
Property taxes due. 
March 10—— 


Amusement and entertainment report and 
tax due. 

Cigarette tax reports due. 

Refiners’ and importers’ gasoline tax re- 
port due. 


March 15—— 
Alcoholic beverage reports due. 
Fuel use tax reports and payment due. 
Income tax information returns due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax reports 
and payment due. 
March 20 
Oil production tax report and payment 
due. 
March 31 
Dealers’ and transporters’ gasoline tax re- 
port and payment due. 
Public utility tax returns due. 


LOUISIANA 
March 1 


Chain stores tax due. 


Railroad property tax returns of rolling 
stock due. 


Tobacco wholesalers’ reports due. 


State Tax Calendar 


March 10 


Alcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 


March 15—— 


Alcoholic beverage carriers’ reports due. 

Intoxicating liquor manufacturers’ and 
dealers’ report due. 

Lubricating oil carriers’ reports due. 

Tobacco report due. 


March 20. 


Alcoholic beverage reports and taxes due. 

Fuel use tax report and payment due. 

Gasoline dealers’ reports and tax due. 

Kerosene dealers’ reports and tax due. 

Lubricating oil dealers’ reports and tax 
due. 

New Orleans City sales and use tax report 
and payment due. 

Petroleum solvents report due. 

Sales and use tax report and payment due. 


MAINE 
March 1 


License fee and report of foreign corpora- 
tions due. 


March 10 
Manufacturers and wholesalers of malt 
beverages report due. 


March 15—— 
Use fuel tax report and payment due. 


March 31 
Gasoline tax report and payment due. 


MARYLAND 
March 5—— 


Public passenger motor vehicles report of 
excess operations due. 


March 10—— 


Admissions tax payment due. 
Brokers’ reports of unauthorized insur- 
ance due. 
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March 15—— 
Gross receipts tax of utilities due. 
Insurance companies’ report and gross 

premiums tax due. 


March 30—— 
Purchasers of cargo lots of motor fuel 

report due. 
March 31 


Beer tax report and payment due. 
Gasoline tax report and payment due. 





MASSACHUSETTS 
March 1 


Personal income tax returns and first half 
of tax due. 


Return of property held for charitable 
purposes due. 


Telegraph and telephone returns due. 


March 10—— 


Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 


March 20—— 
Cigarette distributor’s tax report and pay- 

ment due. 
March 31 


Motor fuel tax report and payment due. 

Telephone and telegraph company reports 
of receipts, expenditures, dividends, 
capitalization and indebtedness due. 








MICHIGAN 
March 5—— 


Carriers’ gasoline tax report and payment 
due. 
March 10—— 


Common and contract carrier report and 
fees due. 


March 15—— 
Sales and use tax reports and payments 
due. 


March 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 

Last day to make gas and oil severance 
tax report and payment. 


March 31 


Chain store licenses expire. 
Foreign insurance companies’ tax due. 








MINNESOTA 
March 1 
Gross earnings tax for all utilities due. 

Iron severance occupation tax report due. 

Reports of game and fur farms due. 

Semi-annual car report of freight line 
companies due. 

Tax due for co-operative associations 
conducting electrical, heat, light or 
power business. 


March 10—— 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 


March 15—— 
Income tax returns and payments due. 
Interstate motor carriers’ mileage tax due. 
Semi-annual report of railroads due. 
Small loans business reports due. 


March 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 


March 31 


Common carriers’ financial report due. 








MISSISSIPPI 
March 5—— 
Factories’ reports due. 


March 10—— 
Admissions tax reports and payment due 


March 15—— 

Alcoholic beverages reports due. 

First quarterly installment of income tax 
due if return is made on calendar year 
basis. 

Gasoline tax reports and payment due. 

Income tax return based on calendar year 
due. 

Information return due. 

Manufacturers, distributors and wholesalers 
of tobacco report due. 

Sales tax reports and payment due. 

Timber severance tax reports and payment 
due. 

Use tax reports and payment due. 


March 25—— 
Oil severance tax and report due. 


MISSOURI 
March 1 
Annual franchise tax return due. 
Annual return under Retail Sales Tax 
due. 
Income information return due. 
Insurance companies’ license renewal fee 
due. 
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March 5—— 


Non-intoxicating beer permittees’ report 
due. 


March 10—— 


Receivers of petroleum products report 
due. 


March 15—— 
Alcoholic beverage report due. 
Annual income return of calendar year 
corporations and individuals due. 
Retail sales tax reports and payment due. 


March 25—— 
Use fuel tax report and payment due. 


MONTANA 
March 1 


Corporation license (income) tax returns 
based on calendar year are due. 

Foreign corporations statements of capi- 
tal stock represented in Montana are 
due. 

Public contractors’ licenses renewable. 

Sleeping car companies’ reports due. 

Telephone companies’ reports and pay- 
ments due. 


March 15—— 


Brewers, wholesalers and transporters of 
beer report and payment due. 

Carriers’ gasoline tax reports due. 

Electric companies’ report and tax due. 

Gasoline tax reports and payment due. 

Information returns for personal income 
tax due. 


March 20—— 


Producers, transporters, dealers and re- 
finers of crude petroleum reports due. 


March 25—— 
Pipe line companies annual reports due. 


March 31 


Fire Marshal tax on fire insurance com- 
panies is due. 


NEBRASKA 
March 1 


Fire insurance companies’ annual reports 
due. 


March 5—— 
Grain warehouse operators’ reports due. 


March 10—— 
Employment agencies reports due. 
State Tax Calendar 


March 15—— 

Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 

All monthly motor vehicle fuel tax reports 
and payments due. 

Gasoline sales and use tax reports and 
payments due. 

Itinerant vendors’ reports due. 

Potato shippers’ monthly reports due. 


March 31 


Common carriers’ annual reports due. 
Railroads’ property tax return due. 


NEVADA 
March 15—— 


Gasoline carriers’ tax report due. 
Public utilities report due. 
March 25—— 
Fuel users’ tax reports and payment due. 
Gasoline tax reports and payment due. 
March 31 


Foreign corporations’ published statement 
due. 


NEW HAMPSHIRE 
March 10—— 
Alcoholic beverages reports due; permit- 
tees’ payment due. 
Unlicensed fire insurance companies’ agents 
monthly reports due. 


March 15—— 


Intangibles income tax returns due. 
Use fuel tax report and payment due. 


March 31 
Carriers’ reports of motor fuel deliveries 
due. 
Motor fuel report and tax due. 


NEW JERSEY 
March 1 
Railroad companies file statements of tax- 
able property. 
Insurance companies’ reports due. 


March 10—— 
Busses in municipalities gross receipts re- 
port and tax due. 
Jitneys in municipalities gross receipts re- 
port and tax due. 


Report and excise tax on interstate busses 
due. 


March 31 


Carriers’ gasoline tax report due. 
Distributors’ gasoline reports and payment 
due. 
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NEW MEXICO 




















Occupational gross income tax reports and 
payment due. 


Oil and gas conservation report and pay- 
ment due. 


Severance tax and report due. 
March 20—— 


Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


March 25—— 


Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 


March 1 
Insurance companies’ reports and fees 
due. 
March 2 
Motor vehicle registration renewable. 
March 15—— 
Annual franchise tax report due. 
Municipal occupational license reports 
due. 




















NEW YORK 
March 1—— 
Last day for real estate corporations to 
file report and pay tax. 


Transportation and transmission compa- 
nies’ tax and report due. 


March 20—— 
Alcoholic beverage taxes and reports due. 


March 25—— 
New York City conduit companies, taxes 
and reports due. 
New Yerk City public utility excise re- 
turns and payments due. 
Quarterly report and additional tax on 
furnishing of utility services due. 


March 31 


Annual report of premiums by insurance 
companies due. 


Gasoline tax reports and payment due. 
















NORTH CAROLINA 
March 1 


Property taxes due. 


March 10. 
Carriers’ gasoline tax reports due. 
Railroads’ alcoholic beverage report and 

tax due. 
Tobacco (scrap or untied tobacco) deal- 
ers’ reports due. 
Unfortified wine additional tax and reports 
due. 
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March 15—— 


Income tax returns and payments due. 

Income tax information returns and pay- 
ments due. 

Sales tax report and payment due. 

Spirituous liquor tax due. 

Use tax report and payment due. 


March 20 


Franchise bus carriers’ and franchise haulers’ 
reports and payments due. 

Gasoline and other motor fuels taxes and 
reports due. 





NORTH DAKOTA 
March 1 


Cigarette distributors’ reports due. 

Oil inspection reports due. 

Property taxes of car line, express and 
air transportation companies due. 

Tractor fuel oil report and fee due. 


March 10—— 


Grain warehouse reports delinquent. 
Oil inspection fees delinquent. 
Tractor fuel oil fees delinquent. 


March 15—— 


Beer tax reports and payment due. 
First installment of income tax due. 
Gasoline tax reports and payment due. 
Income tax on calendar year basis returns 
and all information returns due. 
Income tax returns of banks and trust 
companies due. 
Interstate motor carriers tax due. 
Liquor transaction invoices and tax due. 


March 25—— 
Use fuel tax report and payment due. 


March 31 
Cream station and dairy reports due. 
Grain warehouse reports due. 








OHIO 
March 1 

Annual statement of foreign and domestic 
insurance companies due. 

Last day for motor transportation cor- 
porations to file annual report. 

Last day for all utilities except equip- 
ment, freight line, sleeping car and mo- 
tor transportation corporations to file 
general property tax report. 

Reports of gross earnings for mainte- 
nance assessment due from all utilities. 


First Monday 
Dealers in intangibles reports due. 
Financial institutions returns due. 








M 
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March 10—— 
Admissions tax report and payment due. 
Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage reports due. 


March 15—— 
Grain handling tax and statement due. 
Use tax report on cigarettes due. 


March 20—— 
Dealers’ gasoline tax reports due. 


March 31 
Carriers’ gasoline tax report due. 
Franchise tax returns and annual reports 
of foreign corporations due. 
Gasoline tax due. 
Property tax returns due. 


OKLAHOMA 
March 1 
Annual labor report due. 
Excise tax on petroleum report and tax 
due. 
Oil, gas and mineral gross production re- 
ports and payment due. 


March 10—— 

Airports’ gross receipts report and tax 
due. 

Alcoholic beverage reports and payment 
due. 

Cigarette tax reports due. 

Coin operated music boxes reports and 
tax due. 


March 15—— 

All or first installment of income tax due. 

Gasoline dealers’, retailers’ and carriers’ 
reports due. 

Income tax returns due on basis of calen- 
dar year. 

Inspection tax on petroleum products, re- 
port and tax due. 


Intangible personal property statements 
due. 


Property tax list 
assessor. 

Sales tax reports and payment due. 

Tobacco products reports due. 


March 20—— 
Coal mine operator’s report due. 
Fuel use tax report and payment due. 
Gasoline distributors’ reports and payment 
due. 


Use tax reports and payment due. 


March 31 
Fur dealers’ reports due. 
Motor vehicle registrations become de- 
linquent. 


State Tax Calendar 


must be filed with 


OREGON 
March 10—— 
Insurance tax returns due. 


Oil production tax reports and payment 
due. 


March 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


March 25—— 
Gasoline tax payment and reports due. 


PENNSYLVANIA 
March 1 


Foreign insurance companies’ premium 
tax return due. 


March 10—— 
Importers of spirituous and vinous liquors 
report due. 
Malt beverage reports due. 


March 15—— 

Annual bonus and report due. 

Capital stock tax and report due. 

Corporate loans tax and report due. 

Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Franchise tax and report due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 

Philadelphia income tax returns and pay- 
ment due. 


March 31 
Gasoline tax reports and payment due. 


RHODE ISLAND 
March 10 


Manufacturers’ alcoholic beverage report 
due. 


Tobacco products tax reports due. 


March 15—— 


Annual franchise tax return of domestic 
corporations due. 
Gasoline distributor’s report due. 


March 31 
Motor vehicle registrations expire. 


SOUTH CAROLINA 
March 10—— 
Admissions tax reports and payment due. 
Beer and wine wholesalers’ report due. 
Power tax and report of public utilities 
due. 
Soft drinks tax report and payment due. 
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March 15—— 


Corporation income tax return due. 

Entiré tax or first quarterly installment 
due if return is made on a calendar 
year basis. 


March 20—— 


Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Utilities’ report of gasoline shipments due. 








SOUTH DAKOTA 









March 1 
Annual reports of foreign corporations 
due before this date. 
Insurance companies’ gross premiums tax 
due. 
Motor carriers of passengers’ tax due. 
Public grain warehouse reports due. 


March 10—— 


Employment agency reports due. 
Interstate motor carriers’ reports and taxes 
due. 


March 15—— 
Alcoholic beverage reports due. 
Dealers’ and carriers’ gasoline tax report 
due; tax due in 30 days. 


March 20-—— 
Passenger mileage tax due. 


March 31 
Income tax returns due. 
National banks, and financial corpora- 
tions tax due. 

















TENNESSEE 






March 1 
Annuity and insurance companies’ semi- 


annual gross premiums tax and report 
due. 


Cotton seed oil mills’ report due. 












March 10—— 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


Last day to make alcoholic beverages 
report. 







March 15—— 
Annual stocks and bonds income tax re- 
turns and tax due. 
Carriers of use fuel report due. 
Users of fuel file report. 







March 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Liquid carbonic acid gas tax due. 
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March 25—— 


TEXAS 
March 1—— 
Cigarette distributors’ and solicitors’ re- 
ports due. 
Last day to file statement of intangible 
assets. 
March 15—— 


Last day to file franchise tax report. 
Tax remittance and report due from oleo- 
margarine dealers. 


March 20—— 


Gasoline taxes and reports due. 

Motor fuel tax report and payment due. 

Oil and gas well services’ reports and 
gross receipts tax payments due. 

Users of liquefied gases and liquid fuel 
tax reports and payment due. 


March 25—— 


Carbon black production tax report and 
payment due. 

Oil production tax reports and payment 
due. 

Prizes and awards of theatres tax reports 
and payment due. 


March 31 


Motor carriers’ and motor bus companies’ 
information reports due. 

Natural gas production tax report and pay- 
ment due. 

Oil carriers’ reports due. 





UTAH 
March 1 


Small loans business license expires. 
Surplus line brokers’ licenses expire. 


March 5—— 
Monthly report of cold storage warehouses 


due. 
March 10—— 


Carriers’ use fuel tax report due. 
Liquor licensee reports due. 





March 15—— 

First instalment of income (franchise) 
tax due. 

Income (franchise) tax return for calen- 
dar year due. 

Personal income tax return and payment 
due. 

Sales and use taxes and returns due. 

Use fuel tax report and payment due. 







Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 
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VERMONT 
March 10—— 


Alcoholic beverage tax reports and pay- 
ment due. 


Annual license tax and reports of corpo- 
rations due. 












March 15—— 
Banks’ annual report and tax due. 
Electric light and power companies’ re- 
port and tax due. 
Income tax returns, personal and corpo- 
rate, and first quarterly installment due. 





March 20—— 


Alcoholic beverage manufacturers’ returns 
due. 





March 31 
Gasoline tax reports and payment due. 










VIRGINIA 





March 1 
Annual registration fee due. 


Franchise tax for domestic corporations 
due. 










March 10—— 


Beer dealers, bottlers and manufacturers 
report due. 







March 20—— 


Carriers’ gasoline tax reports due. 
Use fuel tax reports and payment due. 


March 31 
Gasoline tax reports and payment due. 














WASHINGTON 
March 10—— 


Brewers’, distillers’, manufacturers’ and 
wineries’ reports due. 








March 15—— 


Business and occupation tax and return 
due. 


Butter substitutes reports and payment 
due. 


Cigarette reports due. 


Sales and compensating taxes and returns 
due. 











March 20—— 
Use fuel tax reports and payment due. 


March 25—— 
Gasoline tax reports and payment due. 


State Tax Calendar 











March 1 


WEST VIRGINIA 





Insurance companies’ reports and taxes 
on gross premiums due. 

Insurance companies’, with reciprocal or 

inter-insurance contracts, reports and 

license fees and taxes due. 

March 10—— 


Brewers’ and beer distillers’ reports and 
taxes due. 
Winery and distillery licensees’ reports 
due. 
March 15—— 


Sales tax reports and payments due. 


March 30—— 
Gasoline tax reports and payment due. 


WISCONSIN 
March 1 


Beer tax reports due. 
Telephone companies’ gross receipts tax 
and report due. 
March 10—— 


Intoxicating liquor and wine tax reports 
due. 
Tobacco products returns due. 


March 15—— 


Income tax return and first installment of 
tax due. 
Information return of wages due. 


March 20—— 
Gasoline tax reports and payment due. 


February 28—— 
Real and personal property taxes due. 








WYOMING 
March 1 
Express companies’ gross receipts tax re- 
port due. 


Mileage statements of railroad companies 
and car companies due. 


March 10—— 
Carriers’ gasoline tax reports due. 


March 15—— 


Dealers’ gasoline tax reports due. 

Monthly gasoline tax and report due. 

Motor carriers’ report and compensatory 
fees due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 

Wholesalers’ gasoline tax reports due. 
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FEDERAL TAX CALENDAR 





March 10—— 

Last day for payment by employer to 
authorized depositary of taxes withheld 
on wages during the preceding month 
if withholdings were more than $100 
during the month. 


March 15—— 


Income and excess profits return due for 
calendar year 1945. Not applicable to 
an individual who filed on or before 
January 15, 1946, in order to avoid 
amending declaration of estimated tax 
for 1945. 

Partnership return due for calendar year 
1945. 

Due date for declaration, where applicable 
by individuals (except farmers) of 1946 
estimated tax. Due date also for pay- 
ment of one-quarter of estimated tax 
shown on declaration in excess of (a) 
estimated tax withheld and to be with- 
held durmg 1946 and (0) credit, if any, 
for overpayment shown on return for 
1945. 

Due date of last income tax return of a 
decedent who died in 1945. 

Last day to file gift tax return (payment 
to accompany return) if gift of more 
than $3,000 was made to any one per- 
son in 1945. 

Due date of annual return of tax withheld 
at the source under Code Secs. 143 (tax- 
free covenant bonds and nonresident 
aliens) and 144 (nonresident foreign 
corporations). Form 1013 and 1042. 

Entire income tax or first quarterly install- 
ment due on returns of nonresidents. For 
fiscal year ended September 30. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 





Letters (Continued form inside front cover) 


There is variety in curriculum and method. 
This fosters educational competition which 
tends to keep the whole process on its toes. 


I have seen something of the educational 
programs, processes and personnel of ten 
European countries. The routine that 
characterizes most of them, if adopted in 
America, could make Americans as dull as 
the European masses. If we organize our 
schools nationally, there is no doubt that 
it would be on a mediocre level; progress 
would be thwarted. 


Column two, last paragraph: 
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There are 


Foreign partnership return of income due 
by general extension for fiscal year 
ended September 30. Form 1065. 


Individual income tax returns due by 
general extension for fiscal years ended 
September 30, in case of American citi- 
zens abroad. Forms 1040 and 1040A. 

Monthly information return of stock- 
holders and directors of foreign per- 
sonal holding companies due _ for 
February. Form 957. 


Nonresident alien individual income tax 
return due (business or office in U. S.) 
for fiscal year ended September 30. 
Form 1040B. (No U. S. business or 
office, Form 1040NB.) 


Nonresident foreign corporation income 
tax return due for fiscal year ended 
September 30. Form 1120NB. 


Resident foreign corporations—returns 
due for fiscal year ended September 30, 
by general extension. Forms 1120 and 
1121. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended Sep- 
tember 30. Forms 1120, 1120H, 1120L, 
1121. 


Third quarterly income-excess profits tax 
payment due for fiscal year ended June 
30, 1945. Forms 1120, 1120H, 1120L, 
1121. 


March 31— 


Returns of excise taxes due for February. 
Forms 726, 727, 728, 728(a), 729, 932. 
Last day for calendar year taxpayer to 
file application to change 1946 account- 
ing method for income tax purposes. 


$900 a year and even $600 a year teachers’ 
salaries; there are some even lower. There 
are school districts in some States where 
schools are run from two to four months a 
year and where the teacher may be a little 
girl who has only had six years of poor 
schooling herself. Such a girl in domestic 
service is worth from $300 to $600 a year 
and she is not worth any more than that as 
a school teacher. These low-paid “teachers” 
are not college trained professionals with 
experience and capability. Many of the peo- 
ple who read newspapers and magazines 

(Continued on inside back cover) 
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Letters (Continued from page 192) 


come from homes and communities where 
the school teacher is a well-educated, high 
uality person. Such people are likely to 
develop a misplaced pity and sympathy for 
city school teachers, many of whom earn 
33,500 a year and more. Where these low- 
priced teachers are teaching, $600 to $900 
a year in cash money is a lot of money. In 
such places a lawyer or a doctor may not 
have more than $1,000 to $1,500 a year in- 
come and the farmer, who is the economic 
asis in such areas, usually has considerably 
less than $600 to $900 for a year’s labor and 
his year’s labor has not been 2 to 4 months, 
5 or 6 hours a day, but has been 12 months 
at 10 to 16 hours a day. There are some 
States where the average pay of school 
teachers is high. California, for instance, 
las a minimum teachers’ salary law of $1,800 
per year. This means $200 a month on a 
nine month basis for the veriest beginner; 
such a person might be 21 or 22 years old. 
A person of this age and degree of training 
would be doing well to start in the business 
world at such a salary level for 11% months’ 
work ina year. There is danger that people 
in the great metropolises may not be con- 
scious of the problems and the progress of 
the rest of the country. 


Column three, paragraph four: You cannot 
buy education in a package. Public schools 
grow out of community life; if they don’t they 
produce graduates unadjusted to the world 
in which they will live. There are 8,760 
hours in a year. A child in a good public 
school system spends 6 hours a day for 
about 180 days a year in school. Between 
one-eighth and one-ninth of his time is spent 
in school, but he is being educated in all 
his waking hours. The rest of the time he 
is subjected to the influences of parents, the 
church, the street, the playground, the gang, 
the movies, radio, funny pictures, and all the 
other things with which a growing child 
comes in contact. Anyone who thinks that 
an excellent school system by itself can 
make an educated nation has not considered 
all the facts. 


Column four, paragraph four: What differ- 
ence does it make if people do think their 
school is the best in the world as long as it 
is the best they can afford at the time and 
as long as it is being improved? Besides, it 
is probably good for morale to like what we 
have. It doesn’t look lke smugness con- 
cerning the quality of our public schools 
when there is as much agitation as there is 


for improving them. Relatively they are 
pretty good. Do you know of any other 
area 2,500 miles wide and 1,800 miles long 
where practically all the people can com- 
municate with each other in the same lan- 
guage? One has only to talk with people 
in some parts of Europe and compare them 
with people of a similar economic level in 
the United States to see what tremendous 
progress we have made. One need not even 
mention India, China, or most of South 
America and Africa. What we have achieved 
has grown out of local initiative and local 
responsibility. 


Column four, last paragraph: Federal school 
support measured by “two bits a day or ten 
times that much” would be somewhere around 
$90 to $900 per year per taxpayer. This 
would be $7 to $70 billions of tax cost per 
year. The latter figure is more than the 
national income in most of the years this 
present generation has lived; the first figure 
would equal the total cost of Federal, State, 
and local government just a few years back. 

It is getting way ahead of the story to 
talk about Federal aid for schools until the 
States themselves have made better efforts. 
The more progressive States today pay for 
a large part of their school program from 
funds collected by general taxation on a 
statewide basis. (See discussion by Hubert 
C. Armstrong, California State Department 
of Education, in December, 1945, THe Tax 
DiceEst.) Such progressive States should 
not be further penalized by more Federal 
taxes to take care of the backward States 
which have not made as much of an effort as 
they could. If we use Federal funds to make 
up for State and local deficiencies without 
requiring State and local effort, a wrong 
will be done. Good States will be penalized 
and the laggards rewarded. 


N. BrAprorp TRENHAM. 
Los Angeles, California. 


Thanks to Mr. Seidman, too 
Sirs: 

I think you did an outstanding job in 
including in the January issue so much ma- 
terial regarding the first decisions of the 
Tax Court on Section 722. It was some- 
thing that many of us were especially in- 
terested in. 

RussE.i S. Bock. 
Los Angeles, California. 
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